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Out of the Whirlwind 


Out of the whirlwind of state requirements exacted 
nowadays from a corporation doing business outside 


the state of its organization— 


—Taxes to be paid 
—Reports to be filed 


—Statutory agents and offices to be maintained 


—out of the confusion of it all the Corporation Trust 
system brings to the corporation’s lawyer a firm, sure 
mastery—enables him to keep every single detail at his 
finger tips or at the finger tips of the individual or 
department he may designate for it in his client’s office 


—reduces it to a matter of one thing at a time and that 


one thing simple. 


CORPORATION TRUST 


You have a client corporation 


already qualified in one or more 


* 
The Corporation Trust Company 
be qualified? Write or ‘phone C T Corporation System 


our nearest office and see what 


states? You have one about to 


And Associated Companies 

a bringer of peace the Corpora- rr 
tion Trust system will be for Iban . . 158 State Street Jersey City . . . . . 15 Exchange Place 
: . : 57 Forsyth Street, N. W. Los Angeles 510 S. Spring Street 
you. It is a service for only altimore 10 Light Street Minneapolis 409 Second Avenue S. 
ston . : 10 Post Office Square New York 120 Broadway 
the lawyer. ; 295 Main Street Philadelphia 123 S. Broad Street 
208 South La Salle Street Pittsburgh 535 Smithfield Street 
441 Vine Street Portland, Me. 57 Exchange Street 
925 Euclid Avenue San Francisco 220 Montgomery Street 
1309 Main Street Seattle : . . .821 Second Avenue 
. 719 Griswold Street St. Louis 314 North Broadway 
. . 30 Dover Green Washington 1329 E St. N.W. 
“artford ; 50 State Street Wilraiington . 100 West 10th Street 
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Can we save the transportation 
of property tax on the disposal of 
waste material from our plant by 
permitting the carrier to dispose 
of such as he sees fit? 


Yes. A recent ruling holds that where a person 
contracts with a carrier for the transportation of 
waste material from his plant or premises to a desig- 
nated place, the amount paid to the carrier for such 
transportation is taxable under section 3475 of the 
Internal Revenue Code. However, an amount paid 
to a carrier for the removal of waste material where 
the carrier is permitted to dispose of the material as 


it sees fit is not subject to tax under that section. 
MT. 13 


x * * 


Does the transportation of property tax apply to 
amounts paid by one carrier to another for the trans- 
portation of property for which the first carrier will 
collect from the shipper or consignee? 

No. A recent ruling states that where a transpor- 
tation movement involves the services of two or more 
carriers, the tax imposed under section 3475 of the 
Internal Revenue Code applies only to the payment 
made by the shipper or consignee for the complete 
transportation movement, and does not apply to the 
payments made by the carriers between themselves 
in settlement of their charges for their respective 
services. MT. 14 


x * * 


Are packing and unpacking and insurance charges 
by a carrier in connection with transportation of 
household goods taxable? 

A recent ruling holds that amounts paid for the 
following services, when furnished in connection with 
the transportation of household goods by the carrier 
which performs the transportation movement, are 
subject to the tax whether or not the charges for such 
services are included in, or are billed separately from, 
the charge for the transportation movement proper: 
loading, unloading, wardrobe service, pick-up, delivery 
service, hoisting, piano carrying, and waiting time. 
Amounts paid for packing and unpacking, or crating 
and uncrating, occurring before and after a transpor- 
tation movement, and amounts paid for insurance, are 
not taxable if the charges are billed separately. 

In general, amounts paid for storage occurring be- 
fore or after a transportation movement, or for stor- 
age in transit occurring at the instance of the shipper 
or consignee, if billed separately, are not taxable. 
However, an amount paid to a carrier for storage 
which is incident to, and necessitated by, a transpor- 
tation movement performed by such carrier is sub- 
ject to the tax irrespective of the manner in which 
the charge for such storage is billed. MT. 15 


* * * 





Tax Chins 





Are contractors hauling or re- 
moving the overburden of top soil 
at gravel pits required to collect 
the tax on transportation of prop- 
erty? 

Yes. A recent ruling holds that where the opera- 
tor of a sand and gravel pit contracts with truckers 
to remove and haul away the overburden of top soil, 
the transportation tax is inapplicable to amounts paid 
for such transportation only if the operator does not 
designate the place to which the top soil is to -be 
removed. Amounts paid for the transportation of the 
sand or gravel from the point of extraction to the 
point of initial processing are taxable. 


x * x 


Are contributions to profit sharing trusts wages 
within the meaning of the wage stabilization program ‘ 

A new ruling by the War Labor Board states that 
the wage and salary exemption for pension benefits 
does not extend to contributions to profit sharing 
trusts and that such contributions are wages and 
salaries within the meaning of the stabilization pro- 
gram. The Board therefore takes the position that 
any increased contributions to profit sharing trusts 
must be approved in order to meet stabilization re- 
quirements. 

While the ruling does not so state, it would seem 
to follow that approval would also be required be- 
fore the amount of contributions to a profit sharing 
trust could be reduced, if such reduction would other- 
wise have the effect of reducing wages or salaries in 
violation of the stabilization program. 

The Board does state that pension benefits meet- 
ing the exemption requirements of Section 165 of the 
Internal Revenue Code are not a part of wages or 
salaries and need not be approved. Where profit shar- 
ing trusts have pension features and are exempt un- 
der Code Section 165, the trust should be submitted 
for approval. Presumably, if the trust is approved by 
the Board all contributions which would be exempt 
under the Income Tax Law would not require ap- 
proval. But, if the profit sharing trust is not approved 
by the Board, then any increased contribution would 
have to be approved. 

eo 

Some of our employees did not file withholding cer- 
tificate and others claim to have checked the wrong 
square and upon making the necessary corrections ask 
that we refund the excess amount withheld from their 


_ Wages, may we do this? 


No. A change in withholding exemption can only 
be given effect through the furnishing of a new cer- 
tificate. The law sets the earliest date at which a 
new withholding certificate due to a change of status 
(Continued on page 505) 
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INDIRECT PAYMENT OF LIFE 
INSURANCE PREMIUMS 


By LLOYD W. KENNEDY 


criteria for determining what constitutes an 

indirect payment of life insurance premiums in 
two situations: (1) where the premiums are paid 
from funds previously transferred from the insured 
to a person having a close personal relationship to 
the insured, such as husband and wife, and (2) where 
the premiums are paid by a corporation on the life 
of its controlling stockholder and the corporation is 
not the beneficiary. 


| ‘cis ARTICLE is an attempt to analyze the 


The problem is of wide application and its answer 
has become imperative because of the elimination of 
the $40,000 specific insurance exemption from the 
Federal Estate Tax law. All insurance on the life 
of a decedent is now includible in his gross estate 
to the extent that the insurance was “(A) purchased 
with premiums, or other consideration, paid directly 
or indirectly by the decedent, in proportion that the 
amount so paid by the decedent bears to. the total 
premiums paid for the insurance, or (B) with respect 
to which the decedent possessed at his death any of 
the incidents of ownership, exercisable either alone 
or in conjunction with any other person.” I. R. C. 
Sec. 811 (g). 

The alternative (B) presents no problem as there 
is no difficulty in an insured ridding himself of the 
incidents of ownership. Nor is there a problem in- 
volved in the direct payment of premiums by the 
insured. The law is clear that life insurance so pur- 
chased is part of the insured’s .estate when he dies, 
regardless of who owns the policy, and will be taxed 
at the Federal Estate tax rates in effect at his death. 
The question requiring solution is the meaning of an 
“indirect” payment of premiums. More specifically, 
how wide an ambit will the Treasury insist is cov- 
ered by “indirect,” and how likely are the courts to 
be swayed by the Treasury’s opinion? 

This discussion is narrowed to the two situations 
chosen. The new regulations as amended after the 
passage of the Revenue Act of 1942 state: 
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“The purchase of insurance upon the life of the decedent is 
attributed to the decedent even though the premiums, or 
other consideration, are paid only indirectly by the decedent. 
As thus used, the phrase ‘paid indirectly by the decedent’ 
is intended to be broad in scope. kor example, if the decedent 
transfers funds to his wife so that she may purchase insurance 
on his life, and she purchases such insurance, the payments 
are considered to have been made by the decedent even though 
they are not directly traceable to the precise funds transferred 
by the decedent. A decedent similarly pays the premiums 
or other consideration if payment is made by a corporation 
which is his alter ego or by a trust whose income is taxable 
to him, as, for example, a funded insurance trust. A payment 
is also made by the decedent if the decedent’s employer makes 
the payment as compensation for services.” Reg. 105, Sec. 


81.27. 


The latter portion of the foregoing regulation com- 
mencing with the sentence “For example” is a ver- 
batim quotation from the House Committee Report 
on the Revenue Act of 1942. Hence the regulation 
apparently purporting to give the answer to the pres- 
ent problem is bolstered by the committee report indi- 
cating that it was the legislative intent that “indirectly” 
be given a broad connotation and that it specifically 
include the two situations under consideration. 
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Prior Regulations 


Under Regulations 37 applicable to the Revenue 
Act of 1918, life insurance in excess of the exemption 
was includible in the decedent’s gross estate if the 
decedent paid the premiums “directly or indirectly.” 
Regulations 63, 68, and 70, applicable to the 1921, 
1924 and 1926 acts respectively contained the same 
phrase with reference to “indirect” payments and 
stated that all insurance on the life of a decedent over 
the exemption was taxable unless the beneficiary paid 
the premiums. In the case where neither the insured 
nor the beneficiary paid the premiums, the regulations 
during this period (1922-1930) were silent. From 1930 
to 1934 the sole criterion became the retention of inci- 
dents of ownership by the insured decedent ; the ques- 
tion of who paid the premiums was of little importance 
and hence no resolution of the meaning of “indirect”’ 
was demanded by the regulations.* 


Regulations 80, however, were amended in 1934 
to again include the premium paying test including 
the phrase “directly or indirectly,” in addition to the 
incident of ownership test. In 1937, this alternative 
test was eliminated, and the Treasury once more 
shifted to exclusive reliance on the incidents of own- 
ership test. On January 10, 1941, by T. D. 5032, inci- 
dents of ownership as the sole criterion were 
prospectively abolished and the direct or indirect 
premium paying test was substituted. This continued 
until the Revenue Act of 1942 which, for the first time, 
included the phrase “directly or indirectly” as part 
of the law itself. 


Over the major portion of its quarter century of 
history, then, the insurance provisions of the Federal 
Estate Tax law as interpreted by treasury regulations 
have required the inclusion of insurance on which 
the decedent has “indirectly” paid the premiums. 
Several re-enactments of the insurance provisions oc- 
curred at times when the phrase “directly or indi- 
rectly” was incorporated in the outstanding regulations. 
According to Helvering v. R. J. Reynolds Tobacco Com- 
pany, 306 U.S. 110 (1939), these regulations thus ac- 
quired by the reenactment theory the force of statutory 
law. If so, then prior court decisions are highly 
relevant to the present discussion. 


Court Decisions 


The current regulations (Reg. 105, Sec. 81.27) say 
that the phrase “paid indirectly by the decedent” in- 
cludes the situation where “the decedent transfers 





1In December, 1934, the Assistant General Counsel of the Treasury 
gave a written opinion to a New York law firm to the effect that no 
part of the proceeds of a life insurance policy was taxable unless 
the decedent possessed some legal incident of ownership at the 
time of his death. See 353 CCH Fed. Tax Serv. Par. 6057. 


?This theory must be taken with some salt. See discussions of 
the Regulations problem by Brown, 54 Harv. L. Rev. 377 and Gris- 
wold, 54 Harv. L. Rev. 398 (1941). 
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funds to his wife so that she may purchase insurance 
on his life . . .” If the use of the two words so that 
means that the decedent transferred funds to his wife 
in such a way that she would be obligated to purchase 
insurance on his life, the wife would be a mere agent 
or trustee, and there could be no quarrel with this. 
The hitch is, will not the Treasury regard every such 
transfer resulting in the ultimate purchase of insur- 
ance on the life of the transferor as a transfer so that 
insurance may be purchased by the wife? 


The Dundore Case 

On January 16, 1942, the Board of Tax Appeals de- 
cided Estate of Charles R. Dundore, B. T. A. Memo., 
Petition No. 103899, CCH Dec. 12,244-B. On De- 
cember 7, 1935, a wife applied for a single premium 
policy on the life of her 71 year old husband. Two 
days later the husband closed out a joint checking 
account with his wife and the next day gave her 
$85,000 in cash. A gift tax return was filed and a tax 
paid on this transfer. On December 16, 1935, an 
insurance policy was issued to the wife naming her 
beneficiary and giving her full ownership but provid- 
ing that any rights under the policy could be exer- 
cised by the insured husband unless prior to the wife’s 
death she had assigned or transferred the policy. On 
the same day, the insurance company issued an an- 
nuity contract to the decedent purchased with other 
funds of the decedent. It was admitted that the single 
premium life policy would not have been issued to the 
wife without the annuity. The immediate cash sur- 
render value of the life policy was $73,000. In No- 
vember, 1936, eleven months later, decedent died as 
the result of an automobile accident; no question of 
a gift in contemplation of death was raised. 


Regulations 80 as amended in 1934 were in effect 
at decedent’s death. Under these regulations insur- 
ance was includible if (a) the decedent had paid the 
premiums directly or indirectly or (b) possessed inci- 
dents of ownership at his death. The Treasury took 
a rather odd position in this case. It did not contend 
under (a) that the transfer of funds from decedent 
to his wife which she used to pay the premium consti- 
tuted an indirect payment of the premium by the 
insured. The Treasury went a step further. It con- 
tended that “The gift by decedent to his wife was not 
one of money but of insurance upon the decedent’s 
life, thus constituting a gift to take effect in possession 
or enjoyment at or after his death.” Stated otherwise, 
the Treasury contended that there never was a cash 
gift of $85,000 to the wife but only the gift of an 
insurance policy. The necessary implication is that 
the wife acted as agent for her husband in securing 
the policy, the money transferred to her being fiduci- 
ary funds, i. e., still the decedent’s money. 
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The wife testified that the gift of money to her was 
to invest as she desired, thus negating the implied 
agency. A nephew testified that the decedent had 
told him that he was so uncertain as to investments 
that he had decided to make a gift of money to his 
wife and let her invest it as she saw fit. The Treasury 
introduced no evidence. The finding of fact that the 
wife had made the application for the insurance, which 
application the decedent had also signed, several days 
before the husband made the gift of money, was 
ignored by the Board, as was the annuity feature. 
The Board said simply: 

The essential premise of each of respondent’s theories * is 
that the gift by decedent to his wife was a gift of insurance 
and not of cash. Having found that this was a present com- 
pleted gift of cash by decedent to his wife and that she 
voluntarily invested this money in the insurance policy in 
question, the basis for any contention that the gift was in- 
tended to take effect in possession or enjoyment at or after 
death . . . passes out. 

The conclusion to be drawn from the Dundore case 
is that the mere fact that the premiums are paid by 
a wife from funds previously (in this case almost 
simultaneously) transferred to her by her husband is 
not sufficient to constitute an indirect payment by the 
husband—there must also be a showing of agency. 
Technically, the taxpayer had the burden of showing 
non-agency rather than vice versa, but it seems that 
the wife’s mere statement that she acted as a free 
agent, bolstered by a relative’s testimony as to de- 
cedent’s declared intention, is enough to rebut any 
presumption of agency despite a factual background 
strongly indicating otherwise. 


The Cain Case 

In an earlier decision, Estate of John E. Cain, Sr., 
43 B. T. A. 1133, March 26, 1941, in which the Treas- 
ury acquiesced, the Board stated that it did not con- 
sider a mere showing that premiums were paid from 
property which had once belonged to the decedent 
sufficient to make insurance so purchased includible 
in the decedent’s estate. 

In the Cain case, decedent had made many gifts of 
income producing property to his wife over a period 
of years starting in 1924. In 1929 the decedent took 
out a $50,000 policy on his own life with his wife and 
children as beneficiaries. He paid the first premium, 
but the wife paid all subsequent premiums until his 
death in 1936, using as the source of premium money 
the separate estate previously given her by her hus- 
band. In holding this was not an indirect payment of 
premiums the Board used a proration formula: 


Decedent paid premiums on the policy in question amounting 
to $4,557.50, and his wife paid premiums on the policy amount- 
ing to $27,708.37. She paid such premiums out of her own 





*The Treasury also considered the insurance taxable under alter- 
native (b), but this contention is not relevant to the present dis- 
cussion. 
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funds. It is true that her separate estate consisted of property 
which decedent had given to her at various times during 
their marriage. However, in our opinion, this fact alone does 
not justify the attributing to decedent of the premium pay- 
ments made by his wife. Therefore, it is held that 
only 4,557.50/32,265.87 of the proceeds of the policy in ques- 
tion is includible in the gross estate. 


The decedent had a possibility of reverter to owner- 
ship of the policy in case he should survive his wife, 
four children and nine grandchildren. Because of the 
doctrine of Helvering v. Hallock, 309 U. S. 106, the 
Board considered that, although the decedent had 
attempted in 1935 to rid himself of all incidents of 
ownership, he had not succeeded. Hence the Board 
adopted a proration formula. The regulations in effect 
at Cain’s death contained no reference to proration 
and did not adopt a proration formula until after 
the second Bailey case.* Despite this, the result of the 
Cain case would presumably be the same today be- 
cause the Revenue Act of 1942 has abolished the result 
of the Hallock case as it applies to a possibility of 
reverter but has specifically adopted a proration 
formula * where someone other than the decedent pays 
part of the premiums. 


The conclusion to be drawn from the Cain case is 
that where the wife pays the premiums for insurance 
on the life of her husband from gifts made to her by 
the husband at times remote from the issuance of the 
policy, no inference is permissible to attribute the 
wife’s actions to her husband. In other words, there 
is not even a presumption of agency which the tax- 
payer has the burden of rebutting. 


That the phrase “indirectly paid by decedent” actu- 
ally means that the relationship of principal and agent 
must exist between the decedent and the person pay- 
ing the premiums is further strengthened by the treat- 
ment of the problem by the Supreme Court in the 
Lang case. : 


The Lang Case 


Under the community property law of the State of 
Washington, the earnings of one spouse become the 
property of the marital community which in turn 
becomes one-half of the property of the other spouse. 
The community is thus a legal entity as distinct from 
the spouses comprising it as is a corporation from its 
shareholders. The husband, in earning money, acts 
on behalf of the community and one-half of his earn- 
ings is immediately and automatically the property 
of the other spouse.® 

(Continued on page 521) 





4 Bailey v. United States, Court of Claims, 30 Fed. Supp. 184 (1940). 

5T, R. C. Sec. 811 (g) (2). 

6In certifying the Lang case to the Supreme Court, the Circuit 
Court of the Ninth Circuit stated: ‘‘So completely does the Wash- 
ington law merge the spouses in the community, that it is with more 
than jest that the creditor of one of them prior to marriage, ironi- 
cally speaks of it as a discharge in bankruptcy of the spouse-debtor 
as to his earnings thereafter.’’ 38-1 U. S. T. C. Par. 9244, page 9820. 


















































































































































































































































HE EFFECTS of a wartime excess profits tax 
upon the nation’s economic structure may be 
analyzed under three headings: 

1. Its influence on prices. 


2. The disturbances that it introduces into the busi- 
ness economy and their immediate and long-term 
effects. 

3. Its influence on saving and investment. 

The possibility of “shifting forward” a wartime ex- 
cess profits tax, by adding all or part of it to the prices 
that would otherwise be charged by firms subject to 
it, differs according to whether these firms are work- 
ing upon government contracts or are producing for 
the general market. 


Government Contracts 


Several commentators on the operation of the Brit- 
ish excess profits tax during World War I suggested 
that producers operating under government war con- 
tracts frequently made allowance for the excess prof- 
its tax in the prices they charged the government, 
and that government purchasing agents deliberately 
or through ignorance allowed such inclusion of the 
tax in the prices they approved.’ 

Prices established under government war contracts 
presumably make no allowance for income or excess 
profits taxes paid or to be paid by the selling firms. 
This is true whether the price involved is a prede- 
termined one, or is established a posteriori on a cost- 
plus-fee-profit basis. But it is possible for these prices 
to embody some part of the excess profits taxes sub- 
sequently paid by the sellers, and thus to constitute 
a “shifting forward” of the tax to the government, 
under the following circumstances: 


1. When the government purchasing agents, in an 
endeavor to hasten negotiations, make over-liberal 
allowance for profit in arriving at contract prices, on 
the ground that a substantial excess profits tax will 
recapture the greater part of such extra profit for the 
government. 


2. When the government purchasing agents make 


over-liberal allowance for producers’ costs when arriv- 
ing at contract prices, on the ground that should these 
cost anticipations subsequently prove to have been 





1See R. M. Haig. British Experience with Excess Profits Taxation 
(1920), p. 8; J. Stamp, Taxation During the War (1932), p. 216. 
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excessive, the resulting extra profit for the sellers will 
be recaptured for the government by a substantial 
excess profits tax. One of the most likely causes of 
overestimation of costs in this connection is casual 
acceptance by government purchasing agents of cost 
estimates based on prior “pilot” or small-scale opera- 
tions, when the actual output contracted for is 
produced by large-scale techniques with resulting 
economies of operation. 

Evidence is available of instances of excessive price 
allowance in war contracts. But there is no evidence, 
nor any possibility of obtaining evidence, that would 
indicate whether or not the existence of the excess 
profits tax was a factor in establishing these exces- 
sive prices. It would seem more than a possibility, 
however, in view of the magnitude of the govern- 
ment’s war purchasing and the pressure under which 
its agents operate, that thought of the excess profits 
tax sometimes offers these agents a convenient con- 
science-saving way out of bargaining impasses. 

It should be noted that, if such “forward shifting” 
of the excess profits tax on government war contracts 
does occur in any instances, it is likely to be only a 
partial shifting. Total shifting of the tax on a sub- 
stantial excess profit subject to a high-rate tax could 
be accomplished only by an increase of cost estimates 
or prices so extreme that it could hardly pass the most 
indifferent purchasing agent. This can be illustrated 
by the hypothetical example of a manufacturer selling 
1,000 units which cost him $1,000 each to produce, on 
which he wishes to obtain $200,000 profit clear of profit 
tax by claiming higher costs, when his “normal” profit 
allowance which the purchasing agent wishes to hold 
him to would be $100,000; calculations under a 60 per 
cent, an 80 per cent, and a 90 per cent excess profits 
tax are shown in the following tabulation: 


Notax 60%tax 80%tax 90% tax 
Actual unit cost... .$ 1,000 $ 1,000 $ 1,000 $ 1,000 
Proper unit price 1,100 1,100 1,100 1,100 
Claimed unit cost. . 1,100 1,250 1,500 2,000 
Claimed unit price. . 1,200 1,350 1,600 2,100 
Total contract price 1,200,000 1,350,000 1,600,000 2,100,000 
Actual cost ........ 1,000,000 1,000,000 1,000,000 1,000,000 
Gross actual profit 200,000 350,000 600,000 1,100,000 
Claimed cost ...... 1,100,000 1,250,000 1,500,000 2,000,000 
Claimed “normal” 
re 100,000 100,000 100,000 100,000 
Excess profit ...... 100,000 250,000 500,000 1,000,000 
Excess profits tax.. 150,000 400,000 900,000 
Net actual profit... 200,000 200,000 200,000 200,000 
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Production for the General Market 


Business men frequently state that they shift ex- 
cess profits tax payments forward by embodying them 
in the prices they charge for their goods. Economists 
generally insist that such forward shifting is not 
possible.? 

The economic argument against forward shifting of 
the excess profits tax is that it rests upon an “economic 
surplus” element of profit which is determined by 
price, and is not a determinant of price. In fuller 
form, the argument runs that, where a competitive 
market exists, the payers of an excess profits tax must 
meet the competition of producers operating at “nor- 
mal” profit or at a loss who have no excess profits 
tax to incorporate into their prices. Where competi- 
tion is imperfect, or where definite monopoly exists, 
the optimum monopoly price producing maximum 
profit before and after excess profits tax is determined 
by factors which do not include the excess profits tax, 
so that the tax itself can not affect optimum price. 

This economic argument ignores a market consid- 
eration that is important in a war period. A large 
proportion of business executives believe that an ex- 
cess profits tax is and should be shifted into prices. 
If the firms they control enjoy monopolistic or im- 
perfectly competitive positions, and if prior to the 
tax through pricing inertia they were selling at prices 
lower than the potential optima for their products, 
they are able to put their theory into effect and raise 
their prices. The dislocations incident to the develop- 
ment of a wartime economy tend to make competitive 
conditions in many market areas markedly imperfect. 
Furthermore, these dislocations frequently have the 
effect of raising the optimum prices in monopolistic 
and imperfectly competitive market areas. Thus there 
is a probability that a wartime excess profits tax may 
provide an inducement to raise prices, at a time when 
such price increases become feasible for certain sectors 
of the economy because of the extraneous market 
factors. The price controls associated with wartime 
economy, however, are likely to prevent or limit this 
“induced” forward shifting of an excess profits tax. 


Regulatory Effects 

Charges have been made that an excess profits tax 
disturbs the economic patterns in three ways—by dis- 
couraging production, by discriminating against ven- 


ture enterprises, and by inducing an expansion of 
business costs. 


?See A. G. Buehler, ‘‘The Taxation of Corporate Excess Profits in 
Peace and War Times,’’ Law and Contemporary Problems, Spring 
1940, p. 294; H. L. Caverly, The Differential Taxation of Profits 
(1929) p. 119; Haig, op. cit., pp. 7-8; C. L. King, ‘“Taxation That 
Will Not Impair Business,’’ Annals of the American Academy, 
September 1921, p. 71; C. H. Pruefer, ‘‘The Excess Profits Tax and 
Defense Financing,’’ Southern Economic Journal, July 1941, p. 49; 
P. Shirras, Science of Public Finance (1936 ed.) Vol. II, p. 600, Cf. 
C. C, Plehn, ‘‘War Profits and Excess Profits Taxes,’’ American 
Economic Review, June 1920, p. 296. 
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General Discouragement of Production® 


Opponents of the excess profits tax frequently claim 
that it discourages the incentive of corporate manage- 
ments to expand operations. Most economists who 
have dealt with the subject deny that the tax can re- 
tard business expansion on the ground that “excess 
profit” is an “economic surplus” or quasi-rent which 
results from fortuitous extraneous circumstances and 
can not be a motivation for wartime expansion of pro- 
duction. This defense of the excess profits tax is 
sound when the levy is a temporary one imposed dur- 
ing a war or other emergency which dislocates the 
normal business structure. At such times most of 
the “excess profits” reached by the tax are likely to 
be quasi-rents produced by circumstances extraneous 
to management’s expectations or plans. Such a tax 
is expected to be temporary, and so does not enter 





’See Caverly, op. cit., pp. 119-120; J. Hicks, U. Hicks and L. 
Rostas, The Taxation of War Wealth (1941), p. 42; Haig, op. cit., 
pp. 8-9; Plehn, loc. cit., pp. 296-297; Pruefer, loc. cit., p. 49. 
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fundamentally into any long-term calculations that 
management may be able to make during the emer- 
gency period. In instances where the tax might 
discourage short-term expansion of “noncritical” pro- 
duction facilities, any discouraging effect of the tax 
is a regulatory advantage. Expansion of “critical” 
production facilities can be safeguarded against any 
deterrent effects of the tax. Under the terms of many 
government war contracts, the government in effect 
assumes all or most of the risks and practically guar- 
antees the necessary motivating profit to the contrac- 
tors. Construction of “critical” facilities not covered 
by government contracts, for which a probable future 
loss must be counterbalanced by exceptional current 
profit to warrant the undertaking, can be protected 
by provision in the tax for administrative discretion 
in granting abnormal depreciation allowances and 
other forms of relief. 

A peacetime excess profits tax that was expected 
to continue for an indefinite period would be open to 
the charge of discouraging new business investment. 
Profit anticipations are a major determinant of such 
investment. In cases where the risks attached to a 
new investment are high, an “excessive” profit for 
successful outcome might have to be anticipated to 
warrant the risks. Should an excess profits tax cut 
heavily into these “excessive” profits, motivation for 
new investments of this venture type would be sapped. 
New investment in less venturesome lines would not 
generally be discouraged by the tax, since the “normal 
profit allowance” would leave untouched the profit 
expectations that motivate such investment. 


Special Reduction of Production 


While a wartime excess profits tax is generally inno- 
cent of the charge that it discourages desirable ex- 
pansion of business activity, upon one industrial 
sector it may operate not merely to discourage ex- 
pansion but to restrict current production. The sector 
in question is the exploitation of depletable natural 
resources. If high prices for petroleum, natural gas, 
minerals and timber can be expected to continue for 
a period after the repeal of a heavy wartime excess 
profits tax, it is to the advantage of the owners of 
such assets to reduce their exploitation during the 
period of the tax’s imposition. Thereby the exploi- 
tation of the asset can be postponed to a period when 
the excess profits derived from such exploitation will 
not be reduced by the tax. 


This possibility that a wartime excess profits tax 
may reduce exploitative output isa limited one. First, 
the excess profits on exploitation that the owners 
wish to preserve free of tax must result from price 
increase, not from the economies that may result from 
expanded production. If the latter were the cause of 
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the excess profits, postponement of production would 
avoid the excess profits tax but it would also forever 
lose the extra profit that would have resulted from 
the enlarged production. Second there must be a 
confident expectation that the high wartime level of 
prices for the products involved will continue after 
the war period, or at least for a considerable time after 
the repeal of the excess profits tax. If there were no 
expectation that the extra profits could be derived in 
the tax-free post-war period, there would be no point 
in foregoing the taxable extra profit to be derived from 
exploitation during the war period. 

The raw materials whose production might be dis- 
couraged in this manner are likely to be “critical” ma- 
terials in a war emergency. A tax-induced restriction 
of their output must not be permitted to occur. If the 
two conditions that must be present for an excess 
profits tax to discourage exploitative production are 
seen to be actually present, counteraction must be 
taken. This might assume the form of special deple- 
tion or exploitation allowances in the excess profits 
tax itself which would reduce the burden on exploita- 
tive production. Or tax-free bounties might be given 
to stimulate such production. Such actions would 
constitute official cooperation in a sort of war profiteer- 
ing by the owners of these depletable assets, but would 
be preferable to either interference of a war excess 
profits tax with a vital part of the war effort or a 
general sacrifice of the tax. 


Discrimination Against Venture Lines* 

In “venture” lines where risk of loss is great, suc- 
cessful concerns are likely to enjoy exceptionally large 
profits in the years when profits are received. For the 
line as a whole, however, with the losses of the unsuc- 
cessful concerns taken into consideration, the average 
profit may be no greater, or even considerably less 
than the average profit for more stable lines where 
the profits of individual concerns are lower but fewer 
concerns sustain losses. A peacetime excess profits 
tax would discriminate against venture lines for three 
reasons: 


1. The large profits of the successful concerns 
would be more likely to fall into the category of “ex- 
cess” under a capital-ratio standard for measuring 
“normal” profit, than the more moderate profits more 


widely earned in stable lines. 


2. Profits are likely to fluctuate more widely in 


venture lines, so that a base-period standard of 
“normal” profit might be fairly low for concerns that 
subsequently struck “jackpot” years, while others that 
had high incomes in the base-period years and subse- 
quently suffered losses would not be able to take 





4See H. G. Brown, The Economics of Taxation (1924), pp. 203-205. 
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advantage of their high base-period “normal” profit 
deduction. 

3. Prior-year loss deduction or carry-back provi- 
sions would be of less value to venture lines because 
of the greater mortality in such lines. Thus the ratio 
of excess profits tax collection from venture lines to 
the total net profit for such lines would be higher than 
that for more stable lines. 

This discrimination of a peacetime excess profits tax 
would have certain economic repercussions. The 
lowering of both “jackpot” and average profit expec- 
tations for venture lines by the tax would discourage 
on the one hand the flow of investment capital to those 
lines, and on the other hand the making of new invest- 
ment commitments by the corporation managements 
in these lines. A certain redistribution of capital 
would be effected in the long run, with the more stable 
lines getting what the venture lines lost. This would 
exercise some influence on the outputs of these lines, 
and hence upon the prices of their outputs. More- 
over, Since venture enterprises and venture lines are 
to a considerable extent the pioneers of industrial 
progress, somewhat of a check would be given to such 
progress. 

Such considerations can have little application to a 
wartime excess profits tax. The excess profits that 
develop in such a period are to a much greater extent 
quasi-rents due to extraneous chance, and bear little 
if any relation to ordinary risk probabilities. Indeed, 
all normal characterizations of business activities as 
“venturesome” or “stable” become meaningless in 
wartime, so that any sort of tax discrimination be- 
tween the two types of enterprise is impossible. 


Influence on Business Costs 


It is sometimes charged that a heavy excess profits 
tax discourages incentives to maximize profit by 
minimizing costs.® 

Efficiency of operations is likely to decline for en- 
terprises paying excess profits tax. But this can be 
accounted for by factors other than the tax. It is a 
matter of common observation that management 
grows careless about costs when profits become sub- 
stantial, whether an excess profits tax is in effect or 
not. Wartime charges in production, shortages in 
materials and supplies, wartime dislocation of the 
labor force, all make their contribution to a decline 
in industrial efficiency. 

The argument that the tax itself lowers efficiency 
denies the adage that a fraction of a loaf is better 
than none—it assumes that an effort that would pro- 
duce a dollar’s cost saving, and hence a dollar’s addi- 
tional profit, will not be made if the tax leaves only 





5See Carter Glass, Secretary of the Treasury, Annual Report, 
1919, 
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20, or 40, or 50 cents out of the dollar’s saving and 
profit. Possibly some corporation managements may 
take this position, but any generalization on the point 
is capable neither of proof nor of disproof. 

If a degree of inefficiency and a consequent increase 
of costs are a concomittant of the excess profits tax, 
it must not be assumed that they contribute to any 
immediate increase of prices. The very circumstance 
that a firm in wartime has excess profits to be taxed * 
is a fair indication that, temporarily at least, its costs 
are not acting as a determinant of its prices. But it 
is quite possible that in some cases these “inefficiency 
costs” may freeze into the costing structure of the 
firms involved, and subsequently they may become 
causative factors in hindering a price decline after the 
war situation that initially raised prices has ended. 
If the excess profits tax is contributing to the develop- 
ment of “inefficiency costs,” this may result in a sort 
of delayed shifting of some of the tax into prices in the 
post-war period. 

Certain costs of firms subject to wartime excess 
profits taxation may be increased, not merely through 
managerial indifference, but intentionally as a means 
of avoiding the tax. Particular production and dis- 
tribution costs—such as product development, “good- 
will” bonuses to key employees, advertising, and the 
opening of branch outlets—make their contributions 
to profit long after the date when the cost is incurred. 
As several commentators have pointed out,® it is to 
the interest of firms subject to a wartime excess profits 
tax which may be expected to be repealed after a 
limited period of application, to expand these “deferred 
profit” costs as much as possible. Thereby they re- 
duce taxable excess profits during the period of the 
tax’s application, and reap the profit benefit of such 
costs after the tax has been repealed. 


Influence on Consumption Expenditure 
Saving and Investment 

On the basis of the analysis in the initial section of 
this study, it may be assumed that, while some small 
part of a wartime excess profits tax may be shifted 
forward to prices, including government contract 
prices, its major burden is upon the corporations that 
pay it. From that point on, it may reduce either divi- 
dend distributions or undistributed corporate profits. 

Dividend distributions normally display more in- 
flexibility than undistributed corporate profits.’ But 
normal policies provide no guide to corporate financial 
policy under the abnormal circumstances produced 

(Continued on page 523) 


®See A, Anderson, ‘“The Excess Profits Tax—Discussion,’’ Ameri- 
can Economic Review, supplement March 1920, p. 27; Haig, op. cit., 
pp. 8-9; Hicks, Hicks and Rostas, op. cit., pp. 45-46. 

7 The coefficient of variation of cash dividend distribution for the 


period 1925 through 1938 was 25; that for undistributed corporate 
profits was 236. 



















































































































































































































URCHASERS OF THE assets of corporations 
qualified in New York State, or of a substantial 
part of such assets, are very likely to overlook 
a tax liability that accompanies the purchase. This 
liability is brought into being by the following statute: 

“If any business corporation shall acquire either 
directly or indirectly or by merger or consolidation 
the major portion of the actively employed assets or 
the franchises of another corporation or of corpora- 
tions subject to report under this article, exercising 
any franchise or doing any business in this state dur- 
ing any year, or shall merge or consolidate another 
corporation subject to report under this article, it 
shall on or before the 15th day of May, or within 
thirty days after such acquisition, merger, or con- 
solidation, if consummated between the fourteenth 
day of May of any year thereafter and the first day 
of November, file a report and include therein a state- 
ment showing the entire net income of each such 
corporation for the preceding calendar or fiscal years 
or periods to the extent that all such net income has 
not been used in measuring a franchise tax to this 
state. It shall, in addition to any tax to be measured 
by its own net income, be liable for and pay all taxes 
based on the entire net income for any year or peridd 
to July Ist that would have been due and payable by 
the corporation or corporations, on or before the next 
due date of franchise tax under this article as though 
the corporation or corporations whose assets or fran- 
chises were acquired, or which were merged or con- 
solidated, had continued in business and as though 
there had been no interruption or change of the busi- 
ness thereof nor discontinuance of the privilege of 
exercising a franchise. It shall also file with its next 
annual return a statement showing the entire net in- 
come for any period which has not been used in 
measuring a franchise tax to this state, of each corpo- 
ration whose assets or franchises were acquired or 
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which were merged or consolidated, and in addition 
to any tax measured by its own net income, shall be 
liable for and pay all taxes based on any net income 
which would have been due and payable as though 
each such corporation had continued in business.” ! 


A purchaser of property might expect a property 
tax to follow the assets; but this is not a property tax. 
The liability is measured solely by income. It is only 
the fact of ‘the liability that stems from the transfer 
of property. 


The franchise tax is a prospective privilege tax, a 
privilege which the corporation is permitted to enjoy 
in the future.2, A corporation which divests itself of 
its assets, or knows that it will do so by the following 
November Ist, will not wish to avail itself of the priv- 
ilege of exercising its franchise. It will file no report : 
or, in certain instances, it will file a report but tender 
no tax. The state will then look to the transferee for 
payment of a tax based upon income earned by the 
transferor. 


When a corporation dissolves into a new one, this 
is not inequitable, for the new corporation is but a 
continuity of the old one, in effect if not in form. Where 
a corporation’s assets are in toto taken over by an 
other corporation, the continuity is also present to a 
large extent; the acquiring corporation is continuing 
the old company within the framework of its own 
activity. Where a substantial portion of the assets 
(but not 100%) is acquired by another corporation, 
the rationale of asserting the vendor’s full tax against 
the vendee becomes more tenuous. 


The constitutionality of Section 214-a was upheld 
in 1931. The taxpayer alleged “it is inherently arbi- 
trary, capricious and unreasonable, in that it in effect 





‘Section 214-a, Chapter 60, Consolidated Laws of New York. 
2? Section 209, ibid. 


* Matter of The R. T. French Company v. Lynch, 251 N. Y. S. 418. 
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imposes a tax on one corporation based on or measured 
by the income of another corporation.” It was held by 
the court, however, that the statute was not shown 
to be unreasonable: “The purpose of this statute was 
manifestly to prevent a corporation from escaping 
the payment of taxes.” 


Loss of revenue to the state was brought out more 
forcibly in another case * in 1934. “The interests of 
the public would be jeopardized and inequality would 
result if the tax could be evaded by transfer of assets 
or franchises by one corporation to another, which can 
continue to use them in a business in this state with- 
out paying the tax which would otherwise be due from 
the selling corporation Whatever may have 
been the motive for the transfer, it is indisputably 
true that unless either the old corporation or the 
transferee pays a franchise tax. measured by the in- 
come earned by the old corporation, the result will 
be the evasion of a tax which but for the transfer 
would have been payable to the state. The Legisla- 
ture was called upon to devise a practical method of 
preventing such evasion. It has done so by provid- 
ing that the tax liability for the particular business 
shall follow the major assets.” 

The state patently seeks to tax all net income “to 
the extent that all such net income has not been used 
in measuring a franchise tax to this state.” It thus 
chooses to consider the tax an income tax rather than 
a franchise tax insofar as the original corporation is 
concerned, even though its assertion has been held to 
be “not a direct tax upon the allocated income of the 
corporation in a given year, but a tax for the priv- 
ilege of doing business in one year measured by the 
allocated income accruing from the business in a pre- 
vious year.” ° This has led one paired authority to 
conclude: ‘Faced with a loss of tax which it would 
reach only under an income tax law, the state departs 
from the franchise tax theory of the law and makes 
the law virtually an income tax law.” ® 


Where the assets are disposed of to an affiliated 
corporation or to one formed or availed of for this 
purpose, there is no problem of lack of knowledge of 
the original corporation’s income and tax liability. 
Where an unrelated corporation acquires these assets, 
however, it may very definitely find itself in an un- 
fortunate position. It may be called upon to pay 
taxes based on the original corporation’s earnings 
Without having access to the books of the first com- 
pany; or it may have knowledge of total earnings 
without knowledge of what the proper basis of allo- 
cation should be. The writer is personally acquainted 





‘ People ex rel. Best & Co., Inc. v. Tax Commission, 265 N. Y, 431. 
5 People ex rel, Bass, Ratcliff, etc., v. Tax Commission, 266 U. S. 


2/1. 


°‘ Harrow and Sack, New York Income And Franchise Taxes, at 
page 70. 
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with a case where the original corporation sold assets 
to another corporation, which subsequently received 
a tax bill based upon allocated net income of the 
former corporation that had not been used as the 
measure of a tax. This tax was based on a return as 
filed (without tender of tax) by the original company 
and then re-allocated by the state; but the Tax Com- 
mission refused to allow the vendee even to see the 
return, as it had been filed by another corporation. 
Since the vendee had no access to the original corpo- 
ration’s books nor to the return itself, it was utterly 
at the mercy of the Tax Commission, without even 
the opportunity of verifying the mathematics or the 
theory of segregation. 


A court has said: “Though the statute may... seem 
somewhat burdensome upon the vendee corporation, 
it is not such in fact, because of the opportunity to 
the vendee corporation, upon the transfer of assets, 
to protect itself, whereas, if the statute provided a less 
strict rule upon a sale of a. large proportion of the 
assets, the interests of the public would be jeopar- 
dized with benefit to no one except the parties to the 
transfer.” * This places the matter squarely up to a 
corporation’s accountants. The purchase of assets 
would probably not suggest the acquisition of fran- 
chise tax liability to most corporation executives, par- 
ticularly if they have made no such acquisition from 
a New York qualified corporation before; and it is the 
responsibility of-the accountants to disclose this float- 
ing liability. 

Liability for franchise taxes based upon the income 
of another corporation may embrace as much as twen- 
ty-two months’ earnings. The franchise tax return is 
for the privilege of doing business for the state’s fiscal 
year beginning November Ist, and it is measured by 
the taxpayer’s own accounting period ending prior to 
the preceding July Ist. Suppose Corporation A pur- 
chases the assets of Corporation B on October 31st, 
1943. Corporation B, which is on a calendar year 
basis, does not wish to avail itself of the privilege of 
doing business in New York for the year beginning 
November Ist, 1943 and hence filed no franchise tax 
return based on its preceding accounting period: the 
twelve months ended December 31st, 1942. Similarly, 
it will not wish the privilege of doing business for the 
year beginning November Ist, 1944 and will file no re- 
turn for the period January Ist, 1943 to the date of dis- 
position or dissolution: October 31st, 1943. In all, 
twenty-two months would comprise the net income 
which “has not been used in measuring a franchise tax 
to this state.” Likewise, returns may be filed and tax 
payments made upon what the transferor chooses to 
consider the proper basis; but should the Franchise 





7 People ex rel. Salisbury Azle Co. v. Lynch, 259 N. Y. 228. 
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Tax Commissioner feel otherwise, he will find the 
acquiring corporation liable for as much as twenty- 
two months’ additional tax on a basis entirely differ- 
ent from the returns as filed. 


It is apparent, therefore, that the purchase agree- 


ment should provide for the reimbursement of the 
vendee for the assumed franchise tax liability of the 
original corporation. Failure to provide for this reim- 
bursement will mean that the buyer, who is statutor- 
ily liable for the tax, will have to bear it himself. The 
buyer is obviously in not nearly so advantageous a 
position as the original corporation in the preparation 
of this return, for he will not have the vendor’s famili- 
arity with the books and with the allocation factors; 
in fact, he may not have access to them at all. Even 
though the original corporation will not pay the tax 
on the tenable theory that it is automatically the obli- 
gation of the acquiring corporation, the former should 
prepare the return or returns for the practical reason 
of familiarity with the facts. In the writer’s opinion, 
only the income alternative should be filled in on the 
return, as the other bases of tax computation appear 
to be outside the purview of Section 214-a. 


It should be noted that the successor corporation 
cannot be liable for a lesser tax than the predecessor 
would have paid had it continued in business. 

If the vendee acquires 51% of the actively employed 
assets of another corporation, it is responsible for the 
entire tax of the vendor that is based on net income 
which “has not been used in measuring a franchise tax 
to this state.” Such a vendee’s tax liability would be 
the same as that of a company which purchased the 
entire assets of the predecessor. But if the purchaser 
were an individual, partnership, or corporation not 
subject to the New York franchise tax, it would clearly 
be beyond the reach of Section 214-a. A purchaser 
would also appear to be exempt from paying a tax 
based upon the predecessor’s income if the predeces- 
sor continued in existence, and particularly if it con- 
tinued to have the right to exercise its franchise in 
New York; for the vendor should then be responsible 
for its own taxes. But as the vendee is responsible for 
the unreported income of the vendor, the Tax Com- 
mission might take the realistic approach that the 
easier object of a levy will get the bill. 


The state is put on notice of the transfer of the 
major portion of the assets by two means: (a) item 8 
of the interrogatory on the franchise tax return § asks 
the direct question: “Has the reporting corporation 
since January 1, 1936 acquired either directly, indi- 
rectly, or by merger or consolidation the major por- 
tion of the actively employed assets or the franchises 
of another corporation or other corporations?” and 





8’ Form 31T, page 4. 
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(b) a “Reorganization Information Report” ® may be 
demanded by the Tax Commission. The latter require- 
ment seems too loose to be effective, for its employ- 
ment depends solely upon the Commission’s request ; 
and if the Commission does not ask for its submission, 
it is presumably because there is no official knowledge 
of the transaction, a situation when the form would 
be most required. Form 61CT is headed: “Re: 
Mergers, Consolidations, Reorganizations, Take- 
overs, Etc.” It shows the date of disposition of assets, 
list of such assets, and income from the last fiscal or 
calendar year to the date of the merger, consolidation, 
reorganization, or take-over. It must be sworn to by 
an officer of the acquiring corporation or a former 
officer of the corporation which has ceased doing 
business. 

It should be observed that transferee liability is set 
up if a corporation acquires “the major portion of the 
actively employed assets or the franchises of another 
corporation.” (Italics are the author’s.) A corpora- 
tion may acquire a relatively small percentage of the 
vendor’s assets and hence will not envision involve- 
ment with Section 214-a; but the small percentage of 
total assets may actually be the major portion of the 
“actively employed assets.” These are limited to the 


assets actually used by the predecessor in carrying on 
its business. 


It is worth noting that all of the cases bearing on 
Section 214-a have embraced situations where the 
transferor and transferee were related companies. “In 
all matters where Section 214-a has been judicially 
tested, there was involved either related or affiliated 
corporations.” 7° This is a cogent reason why the 
courts have invariably held that failure to tax previ- 
ously unreported income of the predecessor would 
have constituted tax evasion, were not the transferee 
obliged to assume the tax. Corporate split-personali- 
ties have been held as naught, even though “courts 
may not ignore the artificial personality which incor- 
poration confers and disregard the logic derived from 
corporate existence.” "! There is still to be determined 
whether a purchaser of assets from an unrelated cor- 
poration in an arm’s length transaction could be held 
responsible for taxes measured by the income of the 
transferor. 

The other states are of no assistance in furnishing 
an indication of the course of the judicial mind here. 
Similar legislation has been enacted in only two other 
states. In Montana, “If any corporation shall acquire 
either directly, indirectly or by merger or consolida- 
tion the major portion of the actively employed assets 





® Form 61 CT. 


” Letter from Honorable Spencer E, Bates, Deputy Commissioner, 
to the author, July 1st, 1943. 


11 People ex rel, Overseas Securities Co., Inc., v. Gilchrist, 233 App. 
Div. 544. 
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of another corporation or of corporations doing any 
business in the state during any year, or shall merge 
or consolidate another corporation, it shall, within 
thirty (30) days after such acquisition, merger or con- 
solidation, file a report and include therein a statement 
showing its own and the consolidated net income of 
all such corporations for the preceding calendar or 
fiscal year, to the extent that all such income has not 
been used or included in measuring a corporation’s 
excise tax to this state. It shall, in any event, be liable 
for and pay all taxes that would have been due and 
payable by the corporation, or corporations, on or 
before the first day of January next succeeding had 
the corporation or corporations whose assets are 
acquired, or which were merged or consolidated, con- 
tinued in business and as though there had been no 
interruption or change of the business thereof nor 
discontinuance of the privilege of doing business. It 
shall also include in its own next annual return, in 
addition to its own entire net income, so much of the 
entire net income of corporations whose assets it 
acquired, or which were merged or consolidated, as 
shall not have been used or included in measuring a 
corporation excise tax upon such combined entire net 
income for the year to ensue.” *? 

In Vermont, “When a corporation taxable here- 
under shall acquire either directly, indirectly, or by 
merger or consolidation the major portion of the 
actively employed assets or the franchises of another 
corporation or of corporations exercising a franchise 
or doing any business in this State during any: year, 
or shall merge or consolidate another corporation, it 
shall file a report within sixty days and include therein 
a statement showing its own net income and the con- 
solidated net income of all such corporations for the 
preceding calendar or fiscal year to the extent that all 
such income has not been used or included in measur- 
ing the franchise tax to this State.” 1° 

In neither Montana nor Vermont, however, has the 
law been tested judicially to date. 

The New York City Gross Receipts Tax has em- 
braced this same principle. This is also an excise 
tax “for the privilege of carrying on or exercising for 
gain or profit within the city any trade,” etc. The 
privilege is for the year beginning July 1st, although it 
is measured by receipts for the preceding calendar 
year. It is provided that “If any person liable for the 
tax after July first, nineteen hundred and thirty-nine, 
acquired the assets or franchises of, or with which 
was merged or consolidated another person, the per- 
son liable for the tax shall report as his receipts or 
gross income by which the tax is to be measured, the 





% Section 2302.2, Political Code, Chapter 205. 
18 Section 892, Chapter 40, Public Laws. 


receipts or gross income of such other person together 
with its own receipts or gross income as provided in 
this section.” ** Brand-new regulations explain that 
“it is the intent of this provision to combine the gross 
receipts involved in a merger, consolidation or reor- 
ganization for the purpose of determining the measure 
of the tax under the local law and/or laws concerned 
and place the burden of filing the return and paying 
the tax on the entity which continues in business. 
The provisions of this article shall apply only to 
situations where substantially all of the assets or 
franchises were acquired as the result of a merger, 
consolidation or reorganization, resulting in termina- 
tion of the business of the person whose assets or 
franchises were so acquired.” ?* This is much more 
lenient than the New York State Franchise Tax, for 
a mere purchaser of assets would not be held for a 
tax measured by the transferor’s receipts unless the 
transferor’s business were terminated. The New York 
City legislation, however, refers to persons as well as 
to corporations, and hence the unwitting victims of 
the transfer provision are potentially far more nu- 
merous. 





14 Section RR41-2.0(d), Chapter 41 RR, New York City Adminis- 
trative Code. 


145 Comptroller’s Regulations, Article 108, promulgated May 15th, 
1943. 
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N JULY 8, 1943, the Pension Trust Regula- 
tions were born.’ The period of gestation 
was about normal, but the birth was accom- 
panied by unusually severe labor pains. It is un- 
likely that any regulations promulgated by the 
Treasury Department occasioned more internal dif- 
ferences of opinion as to the proper construction 
to be placed upon the law. 

Despite the congenital difficulties, for the most part, 
the Regulations are praiseworthy. Especially as 
regards the exemption requirements, they are char- 
acterized by clarity, completeness, and liberality.’ 
The portions of the Regulations relating to deduc- 
tions by employers are neither as clear nor as com- 
plete as those concerning exemptions. The amounts 
deductible in particular cases must largely await indi- 
vidual rulings. 

The Regulations are almost entirely concerned with 
pension trusts. Profit-sharing and stock bonus trusts 
are treated but briefly. 


Exemption Requirements 

(1) In general: 

The plan must be in writing, and it must be com- 
municated to the employees. There is no objection 
to having the plan and trust agreement in one 
instrument. 

In these times of abnormal profits and high income 
and excess profits taxes the Federal tax officials are 
fully aware of the fact that many plans are likely to 
be adopted primarily, if not entirely, for tax saving 
purposes, with the idea that upon the return to 
normalcy they will be abandoned. Since employers 
cannot well be required to guarantee that they will 
continue contributions to the trusts, the Regulations 
sound a warning that, if plans are abandoned a few 
years after adoption for reasons other than business 
necessity, their good faith will be subject to question. 
‘Business necessity,” as used in the Regulations, will 
probably be strictly construed. No employer, there- 
fore, should undertake a plan unless there is a reason- 
able likelihood, based upon the past history and the 
future prospects of the business, that the plan can be 
carried through to fruition. 

In determining whether a plan is exempt, the Com- 
missioner will examine the actualitics of the situation 





'T. D. 5278, conforming Regulations 103 to Section 162 of the 
Revenue Act of 1942, 

? Not so liberal, however, are the provisions relating to plans 
intended to supplement the Social Security program. On July 238, 
1943, Senator Taft (Ohio) atacked these provisions as being con- 
trary to the intent of Congress, and stated that he would introduce 
a Joint Resolution declaring that the Regulations are invalid. 
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By LEON L. RICE, Jr. 





This article supplements Mr. Rice’s article on pension 
trusts in the December, 1942 issue of TAXES—The Tax 
Magazine. Since the writing of this article Mimeograph 
5539 dealing with the integration of pension plans with 
the retirement benefits of the Social Security Act has 
been issued and it is added to Mr. Rice’s article in full 
text as an appendix. 





rather than the mere words of the plan or trust agree 
ment. Plans which look perfect on their faces may 
be found to be discriminatory upon examination of the 
underlying facts. As mentioned later in this article, 
the Commissioner is assured that he will be fully in- 
formed of the underlying facts. 


A liberal provision not required by the terms of the 
statute is that a plan may cover former employees. 
Former employees may be covered along with the 
present employees, or a plan may cover only former 
employees. 

A question which may arise is whether the bene- 
ficiaries of the employees must be named only by 
the employees. The Regulations are worded so am 
biguously that the safest thing to do is to let the 
employees designate their own beneficiaries, reserving 
the right to change them. Certainly, it is believed 
that the employees should be permitted to name bene- 
ficiaries if they are to be other than their estates or 
natural objects of their bounty. 

Trust funds may be invested in any investments 
permitted by the trust agreement, to the extent per 
mitted by the local law. There is no objection to in 
vesting trust funds in stock or securities of the 
employer, but in such instance full disclosure to the 
Commissioner must be made in order to determine 
whether the plan is merely a subterfuge for distribut 
ing dividends to stockholders. 


(2) Impossibility of diversion: 

The trust agreement must definitely and affirma- 
tively make it impossible for the trust fund to be 
diverted to purposes other than for the exclusive 
benefit of the employees or other beneficiaries. This 
does not mean that the employer cannot retain the 
right to amend or terminate the trust, or to put an 
end to the rights of certain employees covered by the 
trust. The employer is entitled to recover at the 
termination of the trust only the amount in the trust 
fund, if any, which is due to erroneous actuarial 
computations. 
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(3) Coverage and non-discrimination: 

It is particularly as concerns these statutory re- 
quirements that the Regulations indicate a practical 
approach. They state that restricting coverage to the 
types or groups of employees mentioned in Section 165 
(a) (5) will not “in itself” be considered discrimina- 
tory. Thus, if a plan is confined to salaried em- 
ployees or clerical employees, it will be examined from 
its four corners and in the light of the underlying 
facts to determine whether an actual discrimination 
is worked. 

A factor which should be carefully watched where 
plans require contributions from employees is that if 
the employee contributions are so relatively high as 
to make the plan acceptable only to the highly-paid 
employees, the plan will be held to be discriminatory. 
This is accentuated by the recently effective withhold- 
ing tax incident to the pay-as-you-go tax system. 

The Congressional Committee reports stated that 
it was intended to permit plans to be adopted which 
supplement the Social Security program. Thus, cov- 
erage may be confined to employees earning more 
than $3,000.00 per year, or a difference may be made 
between contributions or benefits based upon that part 
of an employee’s annual compensation under $3,000.00 
and that part exceeding $3,000.00. If the coverage 
is so restricted, or if such a difference in contributions 
or benefits is made, the Regulations provide that the 
relatively or proportionately greater benefits for em- 
ployees earning above any specified amount of com- 
pensation may be considered discriminatory unless 
the differences are approximately offset by the Social 
Security benefits. The problem of integrating pension 
trust benefits with Social Security benefits does not 
arise except where employees earning below a certain 
salary are excluded (whether such exclusion be upon 
basis of salary or otherwise), or where a difference is 
made between contributions or benefits in the case of 
employees earning below and those earning above a 
certain salary. 

Another cautionary factor introduced into the Regu- 
lations relating to the termination of plans by em- 
ployers is that the plans should make it impossible 
to favor key employees by premature termination. 
This could happen where key employees are, at the 
inception of the plan, within only a few years of re- 
tirement age, so that their benefits will be fully funded 

Within a relatively short period. It is not a bad idea 
in any pension plan to provide that the pension of any 
employee shall be funded over a period of not less 
than ten years. 


Taxation of Employee Benefits 

If the trust is exempt at the time the employer 
makes contributions thereto, the employees are not 
required to include their shares in their current in- 
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comes, regardless of whether their rights are forfeit- 
able or non-forfeitable. If the trust is exempt at the 
time distributions are made to the employees but was 
not exempt in one or more prior years, employees will 
be given credit for prior contributions included in their 
gross incomes. The same is true of earnings of the 
trust previously taxed to the trust. 


A provision favorable to annuity trusts is that an 
employee is not considered to receive taxable income 
upon transfer from an exempt trust of an annuity con- 
tract having a cash surrender value, unless and until 
the employee exercises the option to surrender the 
contract. 

Contributions of employers which are used to pur- 
chase life insurance protection are taxable currently 
to the employees, regardless of the exempt status of 
the trust. According to the Regulations, the cost of 
the insurance protection will be the one year term 
premium necessary to pay for the protection. Insurance 
protection is defined to be the excess of the death 
benefit over the cash value (or if no cash value, then 
the reserve) of the contract at the end of the year. 
Caution is indicated here by a mimeograph issued by 
the Commissioner pursuant to the Wage and Salary 
Stabilization Law.* This mimeograph is to the effect 
that if the cost of the life insurance protection (except 
group life) for any year exceeds 5 per cent of the 
employee’s compensation for that year, it will be con- 
sidered the payment of wages or salary to the insured 
employee. Inthe ordinary type of case there seems to 
be little danger of exceeding the 5 per cent limitation. 

Generally, where payments are made to the bene- 
ficiaries of an employee the beneficiaries will be re- 
quired to include in their incomes the amount re- 
ceived to the same extent that the employee would 
have been required to include them had he lived. This 
refers to annuity or pension benefits, or lump sum 
distributions from pension or profit-sharing trusts, and 
not to life insurance benefits as such, which, of course, 
are exempt from income taxes unless the recipient is 
an assignee of the policy for a valuable consideration. 

Where contributions are made to a non-exempt 
trust the employees are taxed currently thereon only 
if their rights are non-forfeitable at the time the con- 
tributions are made. The Regulations say that an 
employee’s interest in a contribution is non-forfeitable 
“if there is no contingency under the plan which may 
cause the employee to lose his rights in the contri- 
bution.” An employee’s interest is forfeitable, state 

the Regulations, if he will lose his rights in the em- 
ployer’s contribution upon termination of services 
before retirement. But his interest is not considered 
forfeitable merely because he may lose his rights by 
death prior to retirement, or may lose a part of his 





3 Mim, 5523, June 11, 1943. 
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rights by death before receiving the full benefit of the 
pension or annuity payments. Moreover, with respect 
to the purchase of annuity contracts, the Regulations 
observe that the fact that no payments will be made 
to the employee’s estate or other beneficiary will not 
make the annuity contract forfeitable. 


Deductions by Employers 
(1) The over-all limitation: 


In order for contributions to be deductible, they 
must meet the requirements of Sections 23(a) and 
23(p). The contributions must be ordinary and nec- 
essary business expenses of the employer, yet they 
can be deducted only to the extent permitted by Sec- 
tion 23(p). Thus, an over-all limitation is imposed 
upon the deductibility of contributions ; namely, that 
the entire contributions for the taxable year in ques- 
tion, when added to the other compensation paid, must 
represent reasonable compensation for the services 
rendered by the employees. This is a factor which 
deserves careful consideration in the case of highly 
paid employees whose compensation is already near 
the border line of reasonableness. 


(2) “Reasonable pensions”: 

Where contributions are made to provide pensions 
for employees they may be deducted only to the ex- 
tent necessary to provide “reasonable pensions” in the 
light of past and future services. What constitutes 
a reasonable pension is a matter of opinion. It is the 
view of the author that a pension designed to provide 
not more than 50 per cent of an employee’s annual 
compensation is reasonable, assuming that the com- 
pensation itself upon which the pension is based is 
not excessive in amount. If a pension is to be based 
upon compensation, it would seem that provision 
should be made for adjustment for future increases, 
and possibly for decreases, in compensation, or the 
pension should be measured by average compensation 
over a period of years. Perhaps care should be taken 
to prevent key employees from getting a dispropor- 
tionate pension through disproportionate salary in- 
creases. One way of minimizing the possibility of 
this would be to put a ceiling on pensions. 


(3) Wage and salary stabilization: 

Tax-exempt pension and annuity trusts are spe- 
cifically exempt from the.prohibitions of the Wage 
and Salary Stabilization Law and Regulations, but 
profit-sharing trusts are in different category. The 
attitude of the War Labor Board and the Salary 
Stabilization Unit of the Bureau of Internal Revenue 
seems to be that distributions to employees under 
profit-sharing plans should not be permitted during 
the probable duration of the war and post-war period 
of inflation, except for death, disability, or retirement 
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at or after the normal retirement age. The present 
estimate is that the inflationary period will not last 
longer than ten years. In lieu of prescribing a definite 
period of years in the plan before certain types of 
distributions can be made, it would appear to be pref- 
erable to incorporate an over-all proviso prohibiting 
the objectionable types of distribution, whether be- 
cause of termination of the trust or otherwise, until 
such time as shall be permitted by the Wage and 
Salary Stabilization Law and Regulations. 


(4) Distinction between pension and profit-sharing 

trusts: 

In view of the differences between the tax treatment 
of pension trusts and profit-sharing trusts, it becomes 
very important to distinguish between these two types 
of trusts. The term “pension trust” is defined by the 
Regulations to mean “a trust created or availed of by 
an employer to provide definite actuarially determin- 
able benefits for his employees, which may include 
former employees, or their beneficiaries, to be paid 
over a period of years, generally for life, after the 
retirement of employees, based on service prior to 
retirement.” In other words, a pension plan con- 
templates a definite pension, of which the cost of fund- 
ing is capable of actuarial determination. The 
Regulations do not define what a profit-sharing trust 
is. Definitely, a profit-sharing trust is one which is 
not actuarially sound. It does not contemplate defi- 
nite income at retirement. The argument that a 
profit-sharing trust cannot be a trust to provide re- 
tirement benefits seems entirely specious, as long as 
it is not an actuarially sound trust. An example of a 
profit-sharing trust would appear to be one in which 
the employer contributes annually a portion of its 
profits (which might be a fixed percentage thereof, or 
an amount left entirely to the discretion of the board 
of directors of the company), not to exceed 15 per 
cent of the annual compensation of the covered em- 
ployees. The profits would be allocated among the 
employees either in the ratio which their respective 
salaries bear to all the salaries, or upon the basis of 
some formula which takes into account past and/or 
future services. The contributions so allocated could 
be used to build up a retirement fund for the em- 
ployees. The amount payable to each employee at 
or after retirement would depend upon the amount of 
the contributions of the employer and the earnings 
of the trust. There would seem to be no reason why 
a portion of the funds of the trust could not be in- 
vested in annuities, either before or at the time of re- 
tirement of the respective employees. 


(5) Tax-exempt pension trusts: 


As stated above, the Regulations do not go into 
detail as to how much employers can deduct in the 
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case of contributions to a tax-exempt pension trust. 
For the first year, a contribution not exceeding five 
per cent of the compensation of the covered employees 
is deductible without the necessity of submitting ac- 
tuarial data to show that this amount is necessary to 
pay for the pension benefits. However, for the second 
and each fifth year thereafter the employer must sub- 
mit with its return a certification by a qualified 
actuary, or by the insurance company underwriting 
the plan, of the amount necessary to pay for the re- 
maining unfunded cost of the benefits. 

Amounts in excess of five per cent of the compensa- 
tion of the covered employees may be deducted if it 
is proved that they are necessary to pay for reason- 
able pensions. Those employers relying on clause (ii) 
of Section 23 (p) (1) (A), which clause implies the 
necessity for actuarial calculations, must submit to 
the Commissioner the proposed formula and receive 
approval thereof before it will be acceptable. How- 
ever, any formula which does not fund the cost of 
past service credits over a period of less than ten 
years does not require advance approval of the 
Commissioner. 

Clause (iii) involves the deduction of the normal 
cost of the plan, plus one-tenth of the cost of past serv- 
ice benefits. The term “normal cost” for any par- 
ticular taxable year is defined by the Regulations to 
be “the cost actuarially determined which would be 
required during such year to maintain the plan assum- 
ing that the plan had been in effect from the beginning 
of the service of each then included employee, and that 
such costs for prior years had been paid and all as- 
sumptions as to interest, mortality, time of payment, 
etc. had been fulfilled.” (Italics added.) 


(6) Retirement annuities: 

The same rules are applicable as to deductions for 
contributions paid toward the purchase of retirement 
annuities as apply to the deduction of contributions 
to what might be called a “pure investment” pension 
trust. If the plan is exempt and the annuities are rea- 
sonable in amount, it is thought that the annual pre- 
miums necessary to pay for such annuities will be 
deductible. A plan involving entirely the purchase of 
annuity contracts from a legal reserve life insurance 
company is believed to be an actuarially sound plan 
within the meaning of the Regulations. 

The law provides that refunds of premiums under 
annuity contracts must be applied within the taxable 
year received, or within the next succeeding tax- 
able year, toward the purchase of annuities under the 
plan. The Regulations construe the term “refunds of 
premiums” to include any refunds under contracts to 
the extent that they do not exceed the total premiums 
paid. In other words, it is broad enough to include 
cash surrender values. 
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(7) A “rule of thumb”: 

A fairly safe rule of thumb to follow in determin- 
ing the amount deductible under tax-exempt pension 
or annuity plans is that, given reasonable pensions, 
the total annual contributions necessary to pay for 
such pensions in case of all employees is deductible, 
provided the pension of no employee is funded within 
a period of less than ten years. This does not mean 
that deductions cannot be taken in particular cases 
where pensions are paid for in a less time. 


(8) A safety proviso: 

Any employer which is wary of making contribu- 
tions to an irrevocable trust because all or a part 
thereof may be disallowed as a tax deduction, should 
find solace in the insertion in the trust plan and trust 
agreement of a proviso to the effect that the employer 
can recoup contributions to the extent that they are 
so disallowed. At this writing, the author under- 
stands that the Commissioner is taking the position 
that such a proviso does not vitiate an otherwise 
exempt plan, for the reason that the recoupment is 
not within the will of the employer alone, but is de- 
pendent upon the action of the Commissioner. 


(9) Information required: 

Employers claiming exemptions and deductions 
with respect to any plans affected by the 1942 amend- 
ments are required to submit very detailed data and 
information regarding the plans. If the Regulations 
are followed, the Commissioner is assured that he will 
have a complete picture of the plans when he passes 
upon them. 


Conclusion 


All employers who have adopted or who expect to 
adopt retirement plans affected by the 1942 amend- 
ments should read the Regulations with care. They 
should also examine three explanatory rulings issued 
simultaneously with the Regulations; namely, I. T. 
3613, I. T. 3614, and I. T. 3615, published in Internal 
Revenue Bulletin 1943-13.4 

Following the promulgation of the Regulations, the 
Commissioner returned to the taxpayers, lock, stock 
and barrel, all requests for rulings respecting pension, 
profit-sharing and stock bonus plans which were pend- 
ing in his office at the time of promulgation, with the 
suggestion that the plans be re-examined in the light 
of the Regulations. Employers would do well to sub- 
mit or resubmit their plans for rulings at the earliest 
possible date. 

At this writing, the law provides in effect that if, 
on or prior to December 31, 1943, a plan is held not 

(Continued on page 514) 


4 These rulings have to do primarily with plans which supplement 
the Social Security Act benefits. A mimeograph which goes into 
greater detail in this regard is Mim. 5539, Internal Revenue Bulletin 
1943-15. 












































































































































































































































































































































































































Mr. Hill is the Trade and Industrial Editor of the 
London Economist 






INCE 1939 the scope of personal taxation has 
been greatly extended in Britain. Apart from 
the increase in the rate of income tax, additional 

layers of personal incomes have been tapped. As a 
result the number of taxpayers has increased more 
than threefold, to about 12,000,000. This means that 
one in every four members of the population, including 
children, is now paying income tax. 

The war has brought within the net of the income 
tax collector many millions of weekly wage earners; 
no less than 7,000,000 of these are now subject to per- 
sonal taxation. Special arrangements have had to 
be made to adapt the method of collection to the cir- 
cumstances of this new body of taxpayers. 

The rates of tax applicable to weekly wage earners 
are the same as those charged in respect of persons 
in receipt of salaries or fees. By means of a system 
of allowances or reliefs, the rate of tax has been care- 
fully graduated, so that it rises with the rise in incomes 
and varies with the size of the taxpayer’s family. 
There are three main categories of allowances or 
reliefs: 

(a) Personal tax-free allowances: £80 for a single 
man or woman; £140 for a married taxpayer (if 
both husband and wife are earning money, the 
latter is granted an additional tax-free allow- 
ance up to £80, provided her income reaches 
that amount, raising the total tax-free allow- 
ance to £220); £50 for each child; and £50 for 
dependent relatives. 


(b) Earned income tax-free allowance: one-tenth 
of all earned income up to £1,500 is free of tax. 
(c) Special concession: on the first £165 of taxable 
income, tax is charged at the reduced rate of 


6/6 in the £ instead of at the standard rate of 
10/- in the £. 


Moreover, of the tax actually payable part, with a 
maximum of £65 a year, is to be refunded after the war. 

For example, the tax of a married man earning £300 
a year, whose wife does not earn and who has one 
child, can be computed annually as follows: 


£ 
ee 
Less tax-free allowance for husband and 
wife 140 
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Less tax-free allowance for child ...... 50 
less earned income tax-free allowance 
(one-tenth of income) .............. 30 
Taxable income .............. 80 
Tax payable at6/6inthe£.... 26 
Amount to be refunded after 
ne ee rere er 164 


If both husband and wife are earning a combined 
income of £500 the position is as follows: 


£ 
I i as ois ng edie titmdclad 500 
less tax-free allowance for husband and 
ee ee eee ee ee ere 220 
Less tax-free allowance for child ....... 50 
Less earned income tax-free allowance. . 50 
Taxable income.............. 180 
z. Ss. d. 
Tax payable in respect of £165 
at6/6inthef............ 53 12 6 
Tax payable in respect of £15 
at10/-inthe£........... 7 10 0 
Total tax ...... .. 2 6 
Amount to be refunded after 
ee 31 13 4 


The method of collecting income tax from weekly 
wage-earners differs from that used with salaried 
employees. Both have their tax deducted by the em- 
ployer at source, weekly wage-earners from their 
weekly pay and salaried persons from their monthly 
salary. But while salaried persons are assessed an- 
nually, and have their tax deducted in twelve monthly 
instalments, weekly wage earners are generally as- 
sessed on a six monthly basis and have their tax 
deducted in 24 weekly instalments. The total tax 
payable by wage earners for two half-yearly periods, 
however, depends on their income for a full year. 

For example, the tax on wages earned during the 
six months from April 6 to October 5 is deducted from 
the wages paid during the 24 weeks beginning on 
February 1 following, and the tax on wages earned 
during the six months from October 6 to April 5 is 
(Continued on page 520) 














Attorney in New York City 


, X Y HEN, ON December 7, 1941, Japan attacked the United States at Pearl 
Harbor, and four days later Germany and Italy declared war on the 
United States, probably they thought they had prospects of seizing, 

perhaps permanently, American property valued at millions of dollars within their 
own territories or the areas which they occupied or were on the road to occupy. 
When we replied by declaring war on them, much of this property, as well 
as property on the high seas, was destined for destruction. American citizens and 
corporations which had for years been investing abroad in the development of our 
foreign trade would lose at some unpredictable and perhaps some undeterminable 
time all or a part of their property through destruction or seizure. Even if the 
exact time and amount of the loss could be ascertained, still little tax relief could 
be obtained because most of the losses would be losses in stocks, bonds, buildings, 
and other capital assets, and the losses would therefore be subject to the limitations 


on capital losses. 


Decisions After World War I 


In U. S. v. S. S. White Dental Manufacturing Com- 
pany of Pennsylvania, decided May 16, 1927 (274 U. S. 
398, 47 S. Ct. 598), the sole question was whether the 
respondent could deduct from its gross income for 
1918 the amount of its investment in a subsidiary 
German corporation whose entire property was seized 
in that year by the German government as enemy 
property. 

Respondent had organized a German company 
(G.m.b.H.), and the case was argued on the assump- 
tion that its investment was represented by both the 
capital stock and an open account due by the German 
company, aggregating more than $130,000. 

In March 1918, the sequestrator appointed by the 
German government took over the property of the 
German corporation and the management of its busi- 
ness. The government conceded that the sequestration 
was similar in purpose and legal effect to that author- 
ized under the Trading with the Enemy Act of the 
United States, October 6, 1917, c. 166, 4S. Stat. 411. 

In March 1920, the possession of the seized assets 
and business was relinquished to the German cor- 
poration by the sequestrator. As the result of mis- 
management of its affairs while in his custody and 
investments of its funds by him in German war loans, 
the value of its assets was seriously impaired. 


A claim with the Mixed Claims Commission was 
allowed in 1924 to the extent of $70,000, but the reali- 
zation of this amount was uncertain. 


In 1918 the respondent charged off as a loss the 
entire amount of its investment in the German cor- 
poration as shown by its books. In making its return 
for 1918, respondent deducted from gross income the 


Tax Relief for War Losses 


By MITCHELL B, CARROLL 





491 





MitcneEct B. CARROLL 


amount of its investment. The deduction was dis- 
allowed by the Commissioner of Internal Revenue on 
the sole ground that the loss was not evidenced by a 
closed and completed transaction in the year for which 
it was deducted. The tax so assessed was paid under 
protest and the suit followed. 


The case turns upon the question of whether the 
loss, concededly sustained by the respondent through 
the seizure of the assets of the German company in 
1918 was so evidenced by a closed transaction as to 
authorize the deduction from gross income of that year. 

The transaction evidencing the loss here was the 
seizure of the property of the Germany company. The 
loss resulted to the respondent because it was a credi- 
tor and stockholder of that company which, as a result 
of the sequestration, was left without property or as- 
sets of any kind. The sequestration of enemy property 
was within the rights of the German government as a 
belligerent power and, when effected, left the corpora- 
tion without right to demand its release or compen- 
sation for its seizure, at least until the declaration of 
peace. 


What would ultimately come back to it, as the event 
proved, might be secured not as a matter of right but 
as a matter either of grace to the vanquished or exac- 
tion by the victor. In any case, the amount realized 
would be dependent upon the hazards of the war then 
in progress. 

Legal action upon its open accounts against a cor- 
poration thus despoiled would have been fruitless, 
within the meaning of article 151 of Regulations 45, 
and it is equally apparent that the stock after the 
seizure was as worthless as the obligations of the 
German company, and was deductible under article 
144 on the same basis as bad debts. 
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If the seized assets are viewed as the property of 
respondent, ignoring the entity of the German com- 
pany, the result is the same. The regulations contem- 
plate that a loss may become complete enough for 
deduction without the taxpayer’s establishing that 
there is no possibility of an eventual recoupment. It 
would require a high degree of optimism to discern 
in the seizure of enemy property by the German gov- 
ernment in 1918 more than a remote hope of ultimate 
salvage from the wreck of the war. The taxing act 
does not require the taxpayer to be an incorrigible 
optimist, according to the Supreme Court. 

It is enough to justify the deduction here that the 
transaction causing the loss was completed when the 
seizure was made. It was none the less a deductible 
loss then, although later the German government 
bound itself to repay, and an award was made by the 
Mixed Claims Commission which may result in a 
recovery. 

In G. C. M. 10,630, XI-2 CB 97, the taxpayers, doing 
business as co-partners, had sundry accounts with 
German banks prior to April 6, 1917, but the declara- 
tion of war on that day made further dealings between 
the co-partners and the German banks impossible. 

In 1928 an award covering part of these accounts, 
rendered by the Mixed Claims Commission, United 
States and Germany, was paid, and the question arose 
whether the balance was deductible as a loss in 1928. 

The General Consul of the Bureau held that “the 
loss in respect of these accounts occurred when the 
property in question was seized by the authorities of 
the German government in 1917, and the seizure was 
no less effective because it was not physical. The 
seizure was within the rights of the German govern- 
ment as a belligerent power and left the taxpayers 
without the right to demand release or compensation, 
at least until the declaration of peace.” 

The ruling then cited the Supreme Court decision 
in U. S. v. S. S. White Dental Manufacturing Company, 
supra. 

The ruling concludes that the loss occurred in 1917 
when the accounts with German banks were reported 
to the appropriate German authorities and converted 
into accounts with the “Trenhander” who exercised 
complete control over them for the duration of the 
war. 

Hence, there was no loss in 1928, and no deduction 
may be allowed for 1928. 

The ruling adds that the circumstance that in 1928 
there was a recovery, in whole or in part, in respect 
of that which was lost in 1917, does not result in a 
loss deduction becoming allowable again in 1928, 
although it may result in taxable income. 

In closing, this ruling referred to G. C. M. 9210, CB 
X-1, 129, which dealt with the treatment for income 
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tax purposes of amounts received from wards for 
losses incurred during the first world war. 

Apparently, under these decisions which were ren- 
dered about ten years after the event, tax losses in 
respect of property in World World II, assuming of 
course that the United States will win, would have to 
be taken as of the time when information—perhaps 
not available until after the war—indicated it had been 
seized, whether for purposes of sequestration or con- 
fiscation, or actually destroyed. If the Bureau of 
Internal Revenue would not accept the taxpayer’s 
determination—an eventuality hardly to be expected 
in all cases—the disputes would be carried to the 
courts and there would be more delays and uncer- 
tainties. 





Preliminary Work on War Loss Regime 


Therefore, a group met under the auspices of the 
United States Chamber of Commerce, composed of 
representatives and attorneys of various interested 
companies, as well as of the Tax Committee of the 
National Foreign Trade Council. The various prob- 
lems were discussed and brought to the attention of 
Mr. Paul, Mr. Tarleau and other Treasury officials. 
In a series of informal conferences, ideas were ex- 
changed and basic principles developed. 

The main principle agreed upon was that all war 
losses should be taken out of the category of capital 
losses in the Internal Revenue Code and treated as 
losses from a casualty—as most certainly they were. 
When thus assimilated to ordinary losses, they could 
be offset against income from all sources—foreign, if 
any still existed, as well as domestic. If a net loss re- 
sulted, it could be carried forward under the net 
operating loss carry-over provisions, (as well as the 
carry-back provisions which were later evolved). 

The second important question decided upon was 
the time when the loss should be taken. The most 
logical criterion was that of the time when war was 
declared because at that moment the owner lost con- 
trol of the property and destruction or seizure might 
inevitably follow. This test was clearly applicable for 
enemy countries or areas occupied by the enemy at the 
outbreak of war. For other areas which were later 
occupied, it was necessary to recognize that there 
might be a lag between the time when the United 
States or an allied or friendly country lost control and 
the date when the enemy nation established control. 

Similarly, in the case of property destroyed or seized 
in the course of military or naval operations by the 
United States or any other belligerent, there might 
be a period during which the loss might have occurred 
but the definite date could not be ascertained. Such 
a problem would arise, for example, where an attack 
began at the end of one taxable year and ended early 
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in the following taxable year. In such a case, the tax- 
payer was to be given an opportunity to choose a date 
between the latest date on which the property can be 
shown not to have been destroyed or seized and the 
earliest date on which it could be considered to have 
already been destroyed or seized. 


A third important question was whether the regime 
for war losses was to be elective. For example, should 
an American company take a loss for a building on the 
Champs-Elysées in Paris, when it knew that it was 
unharmed and even rented in part by an agency of 
the enemy? The Treasury decided that the régime 
should not be elective. Accordingly, if a taxpayer did 
not take a loss which would have been allowable, per- 
haps because it did not have enough income against 
which to apply it, the logical consequence of the man- 
datory régime would be that any recovery of or in 
respect of the property would be governed by the 
provisions concerning recoveries. 


One of the major questions, therefore, was the ex- 
tent to which recoveries would be taxable. Here the 
general principle followed was that recoveries would 
not give rise to tax liability except to the extent that 
the deduction of the loss had resulted in a tax benefit. 

As American business abroad is conducted pri- 
marily through subsidiary companies, the question 
was presented as to the treatment of the parent com- 
panies’ interest in the subsidiary, whether in the form 
of stocks, bonds, loans or receivables. The general 
solution reached was to deem the interest to be lost to 
the extent the underlying assets are actually or 
deemed seized or destroyed. 


Such are the major concepts followed in the new 
section 127 of the Internal Revenue Code, which was 
introduced by section 156 of the Revenue Act of 1942. 
The regulations have been issued as T. D. 5258, ap- 
proved April 13, 1943, Federal Register, April 15, 
1943, pp. 4864-4874, (herein cited as Reg.). 


Outline of Section 127, I. R. C. 


In considering section 127, I. R. C., it is necessary, 
because of the numerous cross-references, to keep in 
mind the subsections, their titles and their purport. 

Subsection (a) is entitled “Cases in Which Loss 
Deemed Sustained and Time Deemed Sustained.” It 
divides property into three classes as follows: 

(1) property not in enemy countries; 

(2) property in enemy countries; and 

(3) investment referable to destroyed or seized 

property. 

Subsection (b) prescribes the amount of loss on 
destroyed or seized property. 

Subsection (c) deals with “recoveries included in 
gross income.” 
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Subsection (d) defines the “basis of recovered prop- 
erty.” 

Subsection (e) provides for relief in the case of 
“partial worthlessness of certain investments in de- 
stroyed or seized property.” 

Let us suppose that an American corporation owned 
a plant near Pearl Harbor which was actually de- 
stroyed during the Japanese attack. The pertinent 
provision is subsection (a) (1), according to which 
property destroyed or seized on or after December 7 
1941 in the course of military or naval operations by 
the United States or Japan shall be deemed to have 
been destroyed or seized on a date chosen by the tax- 
payer which falls between: (A), the latest date, as 
established to the satisfaction of the Commissioner, 
on which such property may be considered as not 
destroyed or seized, and (B) the earliest date, as estab- 
lished to the satisfaction of the Commissioner, on 
which such property may be considered as having 
been already destroyed or seized. The latest date on 
which such property may be considered as not de- 
stroyed is December 6, 1941, and the earliest date on 
which it may be considered as being already destroyed 
is December 8, 1941. Hence, under subsection (a) (1) 
the only date the taxpayer may choose is December 
7, 1941. 

If, however, the bombardment had lasted for several 
days, this formula would permit the taxpayer to treat 
the destruction as occurring on any date during the 
bombardment. 

Assume that the plant was located near Manila. The 
taxpayer knows that the plant was undestroyed before 
the attack on the Philippines began but does not know 
whether it was destroyed when the occupation was 
completed. 

Even if the plant was not actually destroyed, it will 
be deemed to have been destroyed or seized during 
the period between the time when the United States 
last controlled the area in December 1941 and the time 
when the Japanese acquired complete control of that 
area in May 1942 (sec. 19.127 (a)-1, -3, Reg.). 

On the contrary, if an American corporation owned 
a plant in Germany or in occupied France, e.g. in 
Paris, which was under the control of Germany on 
the date war was declared by the United States, such 
property shall be deemed to’have been destroyed or 
seized on the date of the United States declaration of 
war, namely, December 11, 1941. 


American Company with Subsidiary 


If the American owned, instead of a branch plant 
in occupied Paris, all the stock (except directors 
qualifying shares) in a French company which in turn 
owned the plant in Paris, the American company 
could take a loss for such stock under subsection (a) 












































































































































































































































































































































































































































































































































494 TAX ES— The 









Montgomery’s 


FEDERAL TAXES 
on CORPORATIONS 


1943-44 


Gives Distinctive, Essential Help You Will 
Get in No Other Book or Service 
N one place for quick reference, this 1943-44 manual 


offers complete, beginning-to-end treatment of the 
whole corporation tax problem. 


[ Pubs Year of 


Publication 


It gives you an inestimable advantage by bringing 
together and summarizing what you need to get a com- 
posite picture of your company’s tax position from all 
sides—its questions of policy, strategy, tactics, alternative 
plans of action and their effects and consequences. 


It offers far-seeing tnterpretation rooted in the ex- 
perience of professional accountants and lawyers who 
in years of practice have handled federal tax problems 
for thousands of companies. 


You get, as in no other way, on practical handling of 
company operations, a viewpoint that is fundamental to 
intelligent consideration of tax angles and requirements. 
On individual tax questions, you have at your fingertips 
the decisive final advice and recommendations to which the 
law and the thousands of cases, rulings, and decisions in 
effect reduce. 


Ready This Fall— 
Place Your Order Now 
OPIES of Montgomery’s FEDERAL TAXES ON CORPORA- 
TIONS 1943-44 will be released this fall, in ample time 
for your work on returns. For accountants, Two Volumes 


lawyers, bankers, and corporate officers, $15 00 


there is no other publication like it. 


=—e == USE THIS ADVANCE ORDER FORM = == 


THE RONALD PRESS COMPANY, Publishers 
15 East 26th Street, New ‘York 10, N. Y. | 
| Place on file our order for Montgomery’s Federal Taxes on Cor- i 
porations 1943-44. (Two Volumes, $15.00) 
It is understood that full details will be sent us before publication, 
| and that this order is subject to our aj proval of those specifications. | 
] Company l 
or Firm .... OE ee ae et EL Ee On 
l (please print) | 
| By (your name) antl ipa aie hand's gig attvatl Position cee 
M825 | 
| Ee Ee Ene Oe eRe Ae ERO ee | 
City do Coarable Sateen pati GRNNIIL aiaSaclgish aia | 
—! — — —_ — re — — ——— — a 





Tax Magazine September, 1943 





(3) on the grounds it may be considered to be worth- 
less because the plant is treated as worthless under 
subsection (a) (2). The same would be true if the 
domestic company had bonds of or accounts receivable 
from the French company because such assets would 
become worthless if the underlying assets, i.e., the 
Paris plant, had been destroyed. 

The date of the worthlessness of the stock is the 
same date as that on which the last underlying asset 
became worthless, i.e, assuming all the assets of the 
French company were in occupied France when war 
was declared, the date would be December 11, 1941, 
and the loss could be taken in the taxable year 1941. 
However, if the French company had also a plant or 
other assets in Vichy or elsewhere in unoccupied 
France the stock would not be considered as worthless 
until November 11, 1942 when the Germans took con- 
trol of that area as well. 

The domestic corporation may elect to determine 
the worthlessness of its interest in the French subsidi- 
ary without regard to certain assets of the latter, 
namely : 

(1) money in the United States, 

(2) bank deposits, 

(3) receivables from a person not situated in an 

enemy or enemy-controlled country, and 

(4) obligations guaranteed as to principal or inter- 

est treated as destroyed or seized, by the United 
States; in each case provided such assets have 
not been treated as destroyed or seized under 
subsections (a) (1) or (2). 

However, the amount of such excluded assets is 
treated as a recovery by the taxpayer in the taxable 
year with respect to such interest (sec. 127 (a) (3), 
I. R. C.; sec. 19.127 (a)-4, Reg.). 

The foregoing relief for complete worthlessness can 
be taken without liquidating the French subsidiary 
because all its assets, except the excluded items are, 
deemed to have been destroyed or seized, and the 


value of the excluded items can be readily determined. ' 


However, if the French subsidiary had a branch plant 
in a free area such as Spain or Portugal, its stock could 
be considered only as partially worthless. The war 
loss could be taken only upon liquidation of the sub- 
sidiary, as that would be necessary to determine the 
amount of the loss under subsection (e). In this case 
the war loss is considered to have been sustained at 
the time the loss upon the liquidation is sustained and 
not at the time the underlying assets are treated as 
lost under subsections (a) (1) and (2). 

To take the relief under this section, the domestic 
taxpayer does not have to own 100% of the stock of 
the subsidiary, but must own not less than 50% of 
each class of stock of the subsidiary at the time of loss 
(Continued on page 517) 


















This is the second installment of notes of a lecture on 
Section 722, of the Code, given in the taxation course 
of Practising Law Institute. Mr. Polk is with the 
firm of Whitman Ransom Coulson & Goetz, New York, 
N. Y. The August installment of Mr. Polk’s article 
ended with his observations on “The Two Year Provi- 
sion” and his discussion of the Senate Finance Com- 
mittee’s examples. 

“The Statute provides that any change in capacity or 
production or operation consummated during any taxable 
year ending after December 31, 1939 shall be deemed a 
change on December 31, 1939 and the Senate Finance 
Committee report says that the change so described shall 
not be taken into effect in determining the constructed 
average base period net income with respect to any year 
prior to that in which the change was completed. Thus 
in the example given, the concern which commenced 
business in October, 1939 and reached its projected plant 
capacity in 1941 would get whatever relief it was entitled 
to for 1941, but not for 1940. 

It might also be noted, although I find no specific lan- 
guage in subsection (b) of the Statute on the subject, 
that the Senate Finance Committee states that Section 
722 (b) 4 may not produce a duplication in benefit. (The 
eight per cent of net capital addition referred to in Sec- 
tion 713 (a)(1)(b).) The Senate Finance Committee 
states in this connection— 


‘It ts also contemplated that the constructive average base 

period net income will be computed so as not to duplicate any 
credit inuring to the corporation on account of the treatment 
as new capital of such portion of the new facilities, or money 
or property expended in obtaining such facilities, which may have 
been paid into the corporation after the base period.” 
The Treasury Department puts this limitation into 
operation and in Form 991 directs that in the computa- 
tion of the constructed average base period net income 
there shall be made proper adjustment so that the 
amount computed for the base period will not dupli- 
cate the amount of capital additions which have been 
used in constructing or acquiring the facilities giving 
rise to the change in the character of the taxpayer’s 
business. 

No fault can be found with the equity of this limi- 
tation, but it is interesting to note that in the last 
sentence of subsection (c) express provision was made 
for a similar situation, while no language was enacted 
to cover the matter under subsection (b). That is the 
kind of statutory draftsmanship which nourishes liti- 
gation. One can well believe that despite the specific 
two year concept which is woven into subdivision 
(b) 4 of Section 722, there will be encountered in actual 
practice as many problems pertaining to that sub- 
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section as will certainly arise, as already noted, in 
connection with the preceding subsections. 


Section 722 (b) (5) 


The last subsection of the provisions dealing with 
average earnings base corporations is a catch-all which 
limits itself however so that it applies only when to do 
so would not be inconsistent with the principles under- 
lying Section 722 and “with the conditions and limi- 
tations enumerated therein.” This final clause of 
course does not invalidate the subsection which was 
clearly intended as a liberalizing provision and as a 
reluctant admission that the drafters of the law couldn’t 
enumerate all abnormalities. The Senate Finance Com- 
mittee illustrates the type of case falling within this 
subdivision by suggesting the example of a corpora- 
tion organized in 1935 to distill and sell whiskey, which, 
although it operated at full capacity for the entire 
base period, had no sales because it was aging, dur- 
ing that period, the product which it manufactured. 
Although such a concern did not satisfy the require- 
ments of subsection 2 because it was engaged in full 
business activity, the Committee pointed out that relief 
should be extended (and apparently measured) by 
constructing a base period income as if the taxpayer 
had had adequate whiskey stocks on hand at the 
beginning of the base period. 

Corporations which do not meet the eligibility re- 
quirements of the other subsections are not to be 
debarred from relief if their case is within the 
spirit of the statute. Form 991 requires a detailed 
showing in respect of factors claimed under this sub- 
section to affect business during the base period—so 
that the average base period income is an inadequate 
standard of normal earnings—and requires a showing 
that the factors are not inconsistent with the prin- 
ciples and limitations of the other subsections of Sec- 
tion 722 (b). There is one observation in Form 
991 which is of interest because of the rule it announces 
respecting the proportionate ratios which will govern 
in constructing base period net income. The instruc- 
tion reads as follows: 

“If a taxpayer has come into existence after December 31, 
1939, the amount of fair and just normal earnings to be used 
as the constructive average base period net income in the com- 
putation of the excess profits tax for a taxable year shall bear 
the same relationship to normal earnings representing full 
earning capacity of the taxpayer which the earning capacity 
realized by the taxpayer in such taxable year bears to its full 
earning capacity.” 

Although this limitation in terms applies only to con- 
cerns organized only after December 31, 1939, it may 
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be adopted by the Bureau as a formula measure of the 
constructed income in cases falling under subdivision 
4, namely, where there is a change in capacity for pro- 
duction or operation after December 31, 1939 ; commit- 
ment prior to January 1, 1940, to such course of action ; 
and consummation of the projected change in the 
year for which the excess profits tax liability is being 
computed. In mathematical terms the limitation is: 
Constructive Normal Earningsin Full 
Earnings Earnings the Taxable Earnings 
Base Period Representing Year Capacity 

Full Earnings 

Capacity 


Section 722 (c) 
Invested Capital Corporations, Etc. 


Subsection (c) of Section 722 applies to corpora- 
tions “not entitled to use the excess profits credit based 
on income pursuant to Section 713”. The determina- 
tion of which taxpayers are entitled to the excess 
profits credit based on income under Section 713 is to 
be made by the provisions of Section 712 of the Code. 
Under that section all domestic corporations organ- 
ized before January, 1940, are entitled to the 713 in- 
come credit and the only domestic corporations which 
are not entitled to the credit are those organized after 
January 1, 1940. Of course, this must be read in con- 
nection with the provisions of Section 740(f) of the 
Code which provide that, for the purposes of Section 
712(a), if any component corporation of the taxpayer 
was in existence before 1940, the taxpayer shall be 
considered to have been in existence before such date. 
Under this provision and under the provisions of Sec- 
tion 742, acquiring corporations organized after Janu- 
ary 1, 1940 will fall under subdivision (b) of Section 
722 if any of the component corporations existed dur- 
ing any of the base period years,—but aside from this 
the tests of subdivision (c) of Section 722 are to be 
applied only in respect to domestic corporations or- 
ganized after December 31, 1939—and such foreign 
corporations as are subjected to the excess profits tax 
act and are not entitled to the income credit. 

Concerns of this kind have no actual profits experi- 
ence during the base period or any part of the base 
period, nor are they acquiring corporations whose 
components may have had such experience, so under 
the Statute flat rates of invested capital alone are the 
measures of normalincome. However, under the 1918 
Act it was recognized that this was often an unsatis- 
factory measure and it was equally apparent that the 
invested capital measure alone was equally as unfair 
in 1940. Accordingly, Section 722 (c) takes jurisdic- 
tion for the construction of an artificial base period 
income where the invested capital credit is an inade- 
quate standard for determining profits because: 
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“(1) the business of the taxpayer is of a class in 
which intangible assets not includible in in- 
vested capital under section 718 make im- 
portant contributions to income, 

“(2) the business of the taxpayer is of a class in 
which capital is not an important income-pro- 
ducing factor, 
or 

“(3) the invested capital of the taxpayer is ab- 

normally low.” 

The classes of cases are rather clearly described by 
the Statute. The Senate Finance Committee illustrates 
the situations by an example under each subdivision. 
The first is of a concern requiring little invested capital 
but necessitating trade contracts, the cost of securing 
which caused losses during 1940 and 1941, the first two 
years of operation. Against 1942 income there would 
be set up a constructive average base period income 
on the grounds that the good will was not reflected in 
invested capital. 

As illustrating the second group of cases covered, 
the Senate Finance Committee referred to a corpo- 
ration operating as fashion consultants not entitled 
to personal service classification because of the em- 
ployment of a large technical and professional staff, 
where an invested capital credit would obviously not 
produce an adequate credit. 

The third example given is that of a concern oper- 
ating a million dollar leased plant with an invested 
capital of only forty thousand dollars, in which case 
the invested capital would be unusually low in relation 
to the size of the operation, and accordingly under 
subdivision (c)(3) of Section 722 would be given a 
constructive average base period net income. 

The Statute, in order to prevent a duplicate benefit, 
also makes provision for the non-allowance of capital 
additions and reduction adjustments to the average 
earnings credit for the period prior to the effective 
date in respect of which the average earnings during 
the base period were constructively determined. 

I think it is fundamental that corporations employ- 
ing intangible assets not reflected in invested capital, 
or of a character in which invested capital is not an 
important income producing factor, or where the in- 
vested capital is abnormally low—should certainly 
not have the normal earnings determined by any per- 
centage allowance on invested capital. But I think 
it is rather absurd to adhere grimly to the base period 
normal earnings concept and in effect attempt the 
weird determination of what the corporation would 
have made years before its organization. This is what 
the Statute does. It is to be noted that Form 991 
in its requirements under Schedule C directs that there 
be furnished the Bureau the names and locations of 
other businesses which the taxpayer believes to be 
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engaged in the production of the same or similar prod- 
ucts and services in the years beginning after De- 
cember 31, 1935, and before January 1, 1940, which 
concerns the taxpayer believes had average base pe- 
riod incomes reflecting normal earnings. 

If one is permitted to draw inferences from the 
questions contained on Form 991 it might be sug- 
gested that the Commissioner may intend to determine 
the average base period income of corporations under 
subsection (c) by reference to the actual earnings 
statistics of concerns engaged during the base period 
in like business. This, of course, is just an awkward 
way of applying competitive tax rates against current 
income. Fundamentally, I think this is a proper 
method of computing tax liability in abnormal cases, 
but equally fundamentally, it is contrary to the Stat- 
ute. It makes no difference what any competitor 
might have done during 1936 to 1939, what the Statute 
directs is that the taxpayer’s normal base period earn- 
ings be constructed—and they must be constructed in 
the light of the taxpayer’s demonstrated ratios of net 
income to sales, etc. The only beriefit I can see in a 
disclosure of industry statistics is the establishment 
of proper base period years—years of moderate pros- 
perity. Similarly, I can see no particular benefit from 
the showing required on Form 991 of normal invested 
capital—except as proof that the actual invested cap- 
ital of the taxpayer is abnormally low—since the 
measure of correction is not in terms of capital but 
of constructed income. 








All of the problems which are involved in the con- 
struction of normal base period earnings for corpo- 
rations in existence during 1936 to 1939 are present 
and magnified in the determination of the normal 
earnings measure under subsection (c). 

The cases of the corporations falling under subpara- 
graph (c)—those not entitled to the credit based on 
income—would seem to need the services of a variety 
of professions in the presentation and proof of their 
claims. Accountants and statisticians must show 
current and projected future earnings as a measure 
of normal corporate activities, and economists must 
show normal base period characteristics, following 
which clairvoyants must conjure up a normal income 
for such base period and we lawyers must present 
the claims and prove the case. 


General Observations—Function of Section 722 
Before giving attention to the administrative pro- 
visions I would like to again make the point that 
Section 722 is an integrated part of the Internal Rev- 
enue Excess Profits Tax Provisions and not something 
separate and distinct—a sort of final recourse. Sec- 
tion 722 is a measure, one of the many measures in 
the statutory formulae for determining base period 
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income. It may determine dollar income figures for 
all four years, or, as under subparagraph 4, often for 
only two years. 

After the determination under 722 of the figures 
or amounts for whichever years this section supplies 
figures or amounts, it is my opinion that the other 
normalizing factors of the Excess Profits Tax Section 
apply. For some horrible base period experience in 
which fire, flood, strikes, change of business, economic 
event—cause losses in every year, there will be sub- 
stituted by Section 722 preliminarily normalized earn- 
ings. To these constructed earnings the other 
statutory provisions will then apply, stepladder pro- 
visions, seventy-five percent of lowest year, provisions 
for example, or the constructed capital provisions 
under Section 713 (1)(a)(B). Instead of being the 
section last to be used, I think it will be found in 
practice that Section 722 will more often be the start- 
ing point. 


Section 722 (d)—Application for Relief 


It may well be in order to make a preliminary 
observation in regard to the form of claims for refund 
and statements of basis made therein. Too often pro 
forma claims invite their own rejection and I have 
known of claims not too carefully prepared which 
constituted the chief evidence of the Commissioner in 
controverting other testimony at Tax Court hearings. 
It is suggested that the claims form be treated as real 
pleadings in which ultimate facts are alleged in such 
manner as to make the claims under Section 722 de- 
murrer proof. If there is any magic to words I feel 
sure that Section 722 relief will require unusual and 
peculiar care in claims preparation and presentation. 
Of course you who have struggled with Form 991 
already realize that this is so. 

Subsection (d) provides that except as permitted 
by Section 710(a) (2), the taxpayer shall compute its 
tax, file its return and make payment without the 
benefit of Section 722. Continuing, it is provided that 
the benefit of Section 722 shall not be allowed unless, 
within six months after the date prescribed by law 
for filing the return, or with regard to the years 1940 
and 1941, by September 15, 1943, application therefor 
is made in accordance with the Commissioner’s regu- 
lations. The Bureau in IT-3599, in connection with 
this matter of filing date, noted that the time pre- 
scribed by law for the filing of the return includes 
the period of any extension of time granted for the 
filing of such return. 

Special provision is also made under which an ap- 
plication under Section 722 can be filed where there 
is a preliminary notice proposing a deficiency, or a 
formal notice of deficiency, providing application is 
made within the 90 day protest period. In either case, 
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however, the relief is limited to the amount of the 
excess profits tax deficiency finally determined with- 
out regard to Section 722. 

The Senate Finance Committee observes that if the 
application for relief is not timely filed (within the 
six months after the due date of the 1942 return, or 
September 15, 1943 for the years 1940 and 1941) then 
the relief will be limited as in the case of a claim for 
the current year not timely filed to the amount of the 
deficiency finally determined without application of 
Section 722. 

I believe that there should be a coordinating of 
Statutes of Limitations on refund claims and asser- 
tions of deficiencies so that they run equally against 
the taxpayer and against the government, and that 
they should terminate both against the taxpayer and 
against the government at the same time. I do not 
see any justification in special limitations periods im- 
posed as to specific income or deduction items which 
combine to produce taxable income, nor as to specific 
factors of tax liability calculation. This special lim- 
itation on the application of an integral part of the 
formula for excess profits tax credit calculation appears 
to me to be utterly wrong. But it is in the Statute, 
and above everything else therefore care should be 
taken to see that clients’ interests are adequately pro- 
tected by the filing of applications in all cases before 
the statutory deadline. 

It is to be noted that in the general instructions of 
Form 991 it is stated that that form must be used for 
each excess profits tax year for which benefit under 
Section 722 is claimed. The general instructions fur- 
ther state that Form 991 constitutes a claim for refund 
to the extent that amounts paid at or prior to the 
filing of Form 991 exceed the ultimate tax liability 
with Section 722 benefits. Form 991 instructions indi- 
cate that claims for refund must be filed on the cus- 
tomary Form 843 if the reduction exceeds amounts 
paid at the time of filing of Form 991. There are 
court decisions which hold that claims for refund are 
only valid as to amounts of tax paid prior to their filing, 
and, to be conservative, I would suggest that in all 
cases Form 843 be filed after payment and within the 
general statutory claims period. It would seem to 
be entirely proper to limit the function of Form 991 
to that of the required “Application for Relief” under 
Section 722. 


Subsequent Years 


The Statute provides that after the determination 
of the constructed average base period net income the 
Commissioner may prescribe the extent to which lim- 
itations prescribed by the Act with regard to making 
application for relief may be waived for the purpose 
of determining the tax for a subsequent year. We 
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will not have to concern ourselves greatly with this 
provision until some time well in the future when 
some of our claims have been allowed. 


Section 722 (c)—Rules for Computation 
This subsection of 722 provides rules for calculation 
which require no particular comment. They are: 


(1) That the tax imposed by the subchapter shall be the 
tax before the allowance of the foreign tax credit pur- 
suant to Section 729(c) and (d), and 

(2) Where the average base period net income is computed 
under Supplement A the tax period shall be treated as 
if the component’s business were a part of the business 
of the taxpayer. 


Section 722 (f)—Mining Corporation 

It will be recalled that specific relief provisions were 
enacted to encourage expended production in natural 
resource industries. These are contained in amend- 
ments to Section 711(a) (1), Section 711(a) (2), a new 
subsection 711(k), and by adding Section 735 to the 
Internal Revenue Code. Under these provisions in- 
come from “exempt excess output” and “non-taxable 
bonus income” for taxable years subsequent to De- 
cember 31, 1940 are made exempt from Excess Profits 
Taxes. 

Since there may have been abnormalities during 
the base period years for these taxpayers which may 
be corrected under the general provisions of Section 
722, provision is specifically made in subsection (f) 
to insure the adoption of the corrected figures so de- 
termined in the computation of “normal output” and 
“normal unit profit” for the purposes of Section 735 
and in the determination of the taxable and non- 
taxable income derived from mining operations. 

After the adjustment of the income of mining cor- 
porations by the exclusion under Section 735 of the 
non-taxable portions thereof the application for relief 
under Section 722 for such corporations will properly 
obtain a comparison of normal base period experience 
with normal income of the current year, any excess 
of current year income over such normal income for 
the base period being subjected to the usual excess 
profits tax levy. 


Related Matters 

1. Deferment of Payment and Review by Board 

In enacting the relief provisions in Section 221 of 
the 1942 Revenue Act several related matters were 
covered. First, Section 710(a) of the Code was 
amended by permitting in cases meeting the test a 
prescribed reduction in payment of the tax liability 
shown on the face of the return where application 
is made for the relief provided in Section 722. In the 
second place, specific provision is made for a review 
of Section 722 cases and cases arising under Section 
(Continued on page 505) 


1e 
ef 
ly 
ce 


ss 


Pa 








FTER conferring with Secretary 
A Morgenthau, Chairman Dough- 
ton of the House Committee 


on Ways and Means made the fol- 
lowing statement: 


“After a discussion in the Treasury 
this afternoon, I can safely state that 
we appear to be in agreement on 
most of the fundamental issues con- 
cerning the need for increased Government revenue 
to pay a larger share of the war costs, and that with 
rates rising we should look for ways of protecting tax- 
payers whose working and living conditions subject 
them to special burdens. 


I do not mean by this that we are at this time in 
complete agreement as to the amount of revenue 
to be sought, because that is a decision which could 
only be made in full Committee. 


However, it is safe enough to say that the amount 
of revenue which eventually will be sought, by what- 
ever method is determined upon, will be within the 
limitations of taxpayers to pay. The belief that we 
should obtain more of the war costs from current 
income than we are getting now is almost universally 
held. 

It is my feeling that we face considerations in the 
coming revenue bill which have not been as vitally 
important before. For example: 


(1) I believe that the new revenue bill should be 
a program to do two things: to raise revenue and 
to combat inflation. It should be more than just a 
revenue-raising bill. 

(2) The burden of any tax or anti-inflation pro- 
posal should be as equitably distributed as possible, 
not only between upper and lower income groups, 
but by recognizing that in any income group there 
may be people who need to be protected against the 
full impact of tax increases. I am encouraged by 
the results of our talk.” 





According to Guy T. Helvering, 
Commissioner of Internal Revenue, all 
persons should now determine whether 
they are current in their payments for 
lederal income taxes for 1943. He 
points out that about 15 million people 
in the nation are not current. 


Mr. Helvering stated that if you 
are single and your income is less 
than $2700, or married and your 
income is less than $3500, and the boss is withholding 
part of that pay for income taxes, probably you are 
all-square with your tax on 1943 income. Otherwise, 
you may owe some money on September 15. 


If you are not among the two-thirds of the nation’s 
taxpayers who are all-square on their 1943 income 
taxes, Commissioner Helvering announced that Sep- 
tember 15, 1943 is the deadline for doing something 
about it—namely, filing a declaration known as 
Form 1040-ES and enclosing a check for half the 
amount due. This takes the place of your third quar- 
terly installment of taxes that you formerly paid the 
collector. 





All income taxpayers will be sent copies of 
Form 1040-ES between August 15 and August 20 
which must be filed on or before September 15 by 
those persons who have not become fully current on 
1943 taxes through the payroll deduction feature of 
the Current Tax Payment Act of 1943. Revenue 
officials estimate that approximately 15 million of the 
individuals who filed returns on March 15 will be 
required to fill out the declaration and make a tax 
payment on that date. 

Form 1040-ES, known as the Declaration of Esti- 
mated Income and Victory Tax for individuals for 
the Calendar Year 1943, requires answers to only six 
questions. It will be accompanied by instruction 
sheets and tables for estimating tax on incomes up 

(Continued on page 511) 
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ESTIMATION DAY 

EPTEMBER 15, 1943, marks the beginning of 

S the second phase of the pay-as-you-go plan in 

the Current Tax Payment Act of 1943. The 

first, with which all wage earners have by this time 

become familiar by means of reduced pay checks, is 

the over-all 20 per cent withholding above exemp- 

tions, approximating the Victory tax, the normal tax, 
and the lowest bracket of surtax. 

For the wage earner who has practically no income 
other than his wages and whose surtax does not get 
beyond the bottom 13 per cent bracket, the withhold- 
ing by the employer is all that is required to satisfy 
his income tax liability except for the settling of 
accounts each March 15 following the close of the 
taxable year. But there are wage earners whose sal- 
aries are high enough that the 20 per cent withheld 
is only a part of their actual tax on account of the 
higher surtax rates on higher graduated amounts. 
Also, there is the investor, the business man, the land- 
lord, the professional man, the annuitant, and the 
estate or trust beneficiary from all of whom there is 
no withholding. To make these classes of taxpayers, 
as well as those receiving higher wages and salaries, 
current in their tax payments is the purpose of Esti- 
mation Day—September 15, 1943, the last day for 
filing a declaration of the estimated 1943 income tax 
liability. There is another class of taxpayers for whom 
this year’s Estimation Day is designed. That is, those 
whose 1942 tax was more than their 1943 tax will be. 
Although the liability for the 1942 tax technically has 
been forgiven, the law requires that the amount of 
the 1943 tax cannot be less than the amount of the 
1942 tax. If it is less, the amount of the 1942 must 
be substituted therefor. And there is no waiting until 
March 15 to pay the difference. The Government re- 
quires that it be declared in the September estimate. 


WHO? 

Single persons (whether or not) heads of families 
and married persons not living with husband or wife 
must file a Declaration of Estimated Income and Vic- 
tory Tax Form on September 15, 1943, if: 

(1) Their wages or salaries will exceed $2,700 this 

year, or; 

(2) Their total wages were more than $2,700 in 
1942, or; 

(3) Their income (not necessarily salary) was 
over $500 and was more than it will be in 1943, 
or; 

(4) Their income from dividends, profits, rents, 
etc., was over $100 in 1942 and total income 
was more than $500, or; 


(5) The amounts in (4) will be exceeded this year. 


ESTIMATION DAY IS SEPTEMBER 15, 1943 
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Form 1040-ES 
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Bureau of Internal Revenue Declaration of Estimated hbme at 
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1. Estimated Income and Victory Tax for 1943 


NOTE.—Enter (a) the tax liability on estimated 1943 i 
of tax shown on the 1942 Income Tax sateen, WHICHEVER is ¢ ( 


2. Estimated Income and Victory Tax withheld during entire year 


3. ESTIMATED TAX after deducting estimated tax withheld (item | mibs 


4. Total payments to collector during 1943 for 1942 Income Tax 
5. Unpaid balance of estimated tax (item 3 minus item 4). 


6. Amount paid with this declaration (not less than one-half of item 5). a 


Social Security Number, if any 
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All married persons (living with husband or wife) 


must file a Declaration of Estimated Income and 
Victory Tax Form, if: 


(1) Their total income from wages or salaries will 
exceed $3500 this year, or; 

(2) Their total wages were more than $3500 in 
1942, or; 

(3) Their total income was more than $1200 last 
year and will be less this year, or; 

(4) Their total income from dividends, profits, 
rents, etc., was over $100 in 1942 and their 
total income was more than $1200, or; 

(5) Their income from sources in (4) will exceed 
$100 in 1943 and either the husband or wife 
expects to receive more than $624 income this 
year. 

‘se « 


Does this mean that partners are required to file an 


estimate on September 15? 


Yes, it does if they meet with the conditions out- 


lined in (4) above. 
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Do those from whose wages there is no withholding 


file a declaration? 


Yes. If the income of public officials, members of 


military or naval forces, agricultural workers, do- 
mestic employees, casual employees, ministers, etc., 
is such that they will file a return next March they 
must file a declaration. 
that a 1942 return was required they must file a 
declaration even though they may pay no tax. 


Also if their income was such 
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Do soldiers, sailors, marines, coast guard, WACS, 
WAVES, SPARS, etc., file a declaration? 

Yes, unless they are overseas. If overseas all lia- 
bility of theirs for any acts relating to Federal taxes 
is suspended until after the war, or after their return 
to this country. Those members in the armed forces 
in this country whose income is below requirements 
will not have to file a declaration. Remember they 
are entitled to a $1500 exclusion from their service pay. 

Are estates and trusts required to file declarations? 

No. But individuals who are beneficiaries of es- 
tates or trusts must file declaration if they will have 
income from the estate or trust of more than $100 and 
will have sufficient income to require the filing of a 
return. 


WHAT 


When the declaration is filed in September, the 
Government will not be concerned with the details 
as to the composition of the gross income and deduc- 
tions, as it is on final income tax returns. What it 
wants to know mainly is the amount of the 1943 tax 
as closely as the taxpayer can estimate it. To know 
this, the amount of the 1942 tax must also be shown, 
for, if itis higher than the 1943 tax (including the net 
Victory tax), then the 1942 amount must be substituted 
for the 1943 amount. Therefore, regardless of 1943 
losses or other deductions or lack of income, the 
September declaration must show an estimate tax for 
1943 of at least as much as the 1942 tax. 
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What method should be used in computing the esti- 
mated tax? 


If your income is under $10,000 the government’s 
estimator may be used. Even though your income is 
under $10,000 the “work sheet” method may still be 
used but if your income is greater than $10,000 this 
method must be used. 


HOW 

It is the wish of the Government that estimates ap- 
proximate as closely as possible the tax that actually 
will be due on 1943 returns as finally prepared. It 
might be said, however, that as between having an 
estimate too high or too low, it is preferable to have 
it too low. This is true because neither the Govern- 
ment nor the taxpayer relishes the expense and nuisance 
of refund claims; and any overestimate in any amount, 
no matter how small, means a refund or credit. 

If the estimate is too low, no harm is done except 
that the difference is due on March 15 next, unless 
the estimate falls below 80 per cent of the actual tax, 
in which case there will be a penalty of 6 per cent of 
the total difference between the actual tax and the 
estimated tax. 

If the September estimate is either too high or too 
low, there is still another chance to avoid the neces- 
sity of a refund or of a penalty. At any time before 
December 15 the declaration may be amended or 
revised upward or downward. (Not more than one 
amendment of 1943 declarations can be made.) 

. + * 

How are fiscal year taxpayers to file declarations? 

Individuals who do not file returns on a calendar 
year basis, but who have adopted fiscal years, are not 
required to file estimations for fiscal years ended in 
1943. This is because the estimate provisions of the 
Current Tax Payment Act apply only to taxable years 
beginning after December 31, 1942. Individuals who 
have fiscal years beginning in 1943, however, will be 
subject to all the rules enumerated above, except that 
their Estimation Day may be other than September 
15, 1943. Following is a list of Estimation Days for 
full fiscal years beginning in 1943 and ending in 1944: 
Fiscal Year Ending: Estimation Day: 

January 31, 1944 September 15, 1943 

February 28, 1944 September 15, 1943 

March 31, 1944 September 15, 1943 

April 30, 1944 September 15, 1943 

May 31, 1944 September 15, 1943 

June 30, 1944 September 15, 1943 

July 31, 1944 October 15, 1943 

August 31, 1944 November 15, 1943 

September 30, 1944 December 15, 1943 

October 31, 1944 January 15, 1944 
November 30, 1944 February 15, 1944 






















The Shoptalkers 
By Bert V. Tornborgh, CPA 


“Something new has been added,” exclaimed the 
Kid, looking up from a perusal of CCH wage stabiliza- 
tion data. “Boy, there’s going to be a lot of angles 
in administering the pay-freezing orders.” 

“Well,” observed Dash, “the tax angle is one that 
won't be coming around for a while.” 

“Where in the world have you been hiding out 
lately?” wondered Oldtimer. “Man, the tax angle is 
with us right now!” 

“Yes,” confirmed the Kid, “I’ve had a couple of 
problems in this connection already, and there are 
some more waiting for me.” 

“T have a question that’s been bothering me,” con- 
fessed Dash. “Do I understand correctly that if a 
salary is raised in contravention of the freezing order 
the whole pay for that person will be disallowed—not 
merely the amount of the raise?” 

“That’s it,” confirmed Oldtimer. 

“Boy, is that something,” said Dash. 
ting teeth in the thing!” 

“It is,” agreed Oldtimer. “But you know what hap- 
pens with toothless regulations; this is no time to be 
bothered with them. You either got to do—or else.” 

“Fair enough,” consented Dash. 
some exemptions, aren’t there?” 

“Several,” replied Oldtimer. “Of course, you have 
the recent job-freezing orders to consider too—the 
regulations on that need a lot of clarifying—but if you 
clear that hurdle a man might be promoted or his 
type of work reclassified, and the consequent pay ad- 
justment would be exempt.” 


“That’s put- 


“But there are 


“Recognizing that the burden of proof is on the 
employer, what’s the practical thing to do in a case 
like that?” pondered Dash. 


TALKING SHOP 


“Put every move down in writing,” suggested the 
Kid. “That’s what I’ve been doing on these recent 
cases. Write a fairly detailed memo summarizing 
the pertinent facts in each instance, and let both the 
employer and the employee initial that it is ‘so under- 
stood and agreed,’ and put it in the files.” 

“What facts are you putting down?” asked Dash. 

“Anything pertaining to the reasons for the pro- 
motion or the reclassification,” answered the Kid. 
“Don’t forget, it’ll be another year or so before Ira 
will come around to examine your returns, and by 
that time the facts might be hazy in your mind. . .” 

“And you have to give him something more than 
just conversation,” interrupted Oldtimer. 

“Right,” continued the Kid. “Establish a Promo- 
tions file and a Reclassifications file, and you'll then 
have something for Ira to put his teeth into.” 

“By the way,” said Oldtimer, “any of you boys 
notice Question 4 on form 1040?” 

“Yes, that’s a good one,” grinned the Kid, “to be 
answered ‘yes or no.’ If ‘yes,’ what have you got?” 

“Doubletalk,” volunteered Oldtimer. 

“What about bonuses, under this set-up?” queried 
Dash. 

“O. K., for services rendered,” said Oldtimer. “In 
fact, pay incentive plans are having a lot of attention 
right now. Increased pay for increased preduction 
is probably the most important exemption .. .” 

“Certainly wouldn’t do the war effort any harm,” 
commented Law. “But a proviso is that unit cost 
of production must not rise.” 

“Nobody would be paying that sort of a bonus,” 
said Oldtimer. “The idea is extra pay for extra out- 
put, nothing else.” 

“With base wages guaranteed?” asked Dash. 

“Yes, same as now,” replied Oldtimer. “Say that 
a man now is getting 60 cents an hour, and is making 
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60 finished parts each hour. If he can step up the 
production to 90 per hour, you can obviously afford 
to pay him a bonus, because you have effected a 
saving in direct labor.” 

“So we might be coming back to piece rates,” con- 
cluded Dash. “As old as industry itself.” 

“No, don’t confuse a pay incentive plan, model of 
43, with piece rate pay, model of ’23,” cautioned 
Oldtimer. “We’ve come a long way since the 
days of piece rate wages, rate cutting and labor 
dissatisfaction .. .” 

“There unquestionably was a lot of abuse in con- 
nection with rate-cutting,” observed Law. “We got 
the Fair Wages and Hours Act to correct that sort 
of stuff.” 

“Right,” agreed Oldtimer. “But the basic concept 
of pay incentives now is bonus over a guaranteed base. 
Management says O. K. to that, and labor likes the 
idea. You'll see something coming out of it, in a big 
way, in the near future.” 

“Do you happen to know,” asked Law, “that the 
CIO has appointed its own time-study stewards in 
Detroit and elsewhere, and has insisted on an incen- 
tive clause being written into union contracts of late? 
3elieve it or not, industrial engineers are beginning 
to work for unions instead of for management!” 

“For both, is probably a more correct statement,” 
said Oldtimer. 

“Tn principle, how much of a bonus would you pay?” 
inquired Dash. 

“Tn principle one could give 100% of the direct labor 
saving to labor; management would keep the attend- 
ant overhead saving, and the war effort would get the 
increased production,” proposed Law. 

“Over what sort of a base?” wondered Dash. 

“Over average past performance,” suggested Old- 
timer. “Past performance is what the base pay has 
been and is being paid for. Besides you can get past 
performance data much quicker than making time and 
motion studies, and in the war effort time is of the 
essence.” 

“Sounds like cost accountants are in for a heavy 
siege,” said the Kid. “That sort of stuff is right up 
their alley.” 
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“Shoptalkers Afloat”—by Lewis Gluick 
¥ xe C.P.A.’s are a helpless lot without engi- 


neers,” said one of our ship’s officers. In civil 

life he is a consulting engineer on power plants, 
especially steam boilers. With no encouragement at 
all he unfolded this amazing story. 


Cutting out many interesting side lights, it boils 
down to this. A power plant superintendent for a 
large factory, a grafting municipal boiler inspector, 
and a get-rich-quick contractor connived to put over 
a big crooked deal. Five new boilers @ $15,000 each 
were to be installed. Actually five old ones were 
repaired. A few years later a power plant failure 
brought the consultant into the picture and the fraud 
was discovered. A fine firm of accountants had made 


regular audits. All possible papers were in good 
order. 


We recall vividly one of our first lectures by J. T. 
Madden in which he said “Two crooks, working to- 
gether can beat any system ever devised, for a time.” 


But what intrigued us, (and the engineer could 
throw no light on it) was the tax angle of the boiler 
fraud. Every return made after the “new” boilers 
were put on the books was false, even if not fraudu- 
lent. The corporation was, innocently enough, taking 
depreciation on $75,000 instead of the old residual 
value plus the $5,000 the crooks had actually spent on 
rehabilitation. Of what, if anything, was the corpo- 
ration guilty? When, if ever, could it claim the 
$70,000 loss by larceny? Anybody want to tell us 
about it, with citations? 


Amongst the troops which we took on a recent 
expedition was a Captain D. C. McGovern, who, in 
civil life, is a tax lawyer. We whiled away more than 
one pleasant hour talking shop with him, but he re- 
lated nothing as exciting as the boiler case. Another 
officer in the same regiment, whose name escapes us, 
was in the small loan business in West Virginia. We 
had quite a pow-wow with him, for in our practice we 
had experience in that line. Some seven months ago 
as this is written (it will probably be ten before this 
gets into print) in one port where our ship lay, we 
met a Boston C.P.A. named Brandow and a Houston 
accountant whose name we can’t recall and had quite 
an interesting time with them. When we were or- 
dered away from Galveston, our relief was one Ernest 
Steinberg, a New York C.P.A. Imagine our surprise 
when we found him, now a two striper, on duty at the 
Supply Depot at the port in which this is being writ- 
ten. In another port we found a Baltimore C.P.A. 
named Warfield, at the Naval Supply Depot, and on 
one ship we visited we found Ed Lausted, a Buffalo 
C.P.A. 

We had made the acquaintance of only two of these 
men before. But all of them knew us, as the “Shop- 
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talker” of the TAX MAGAZINE. We have fre- 
quently remarked, in these columns, that the real 
compensation we got out of Shoptalking was the con- 
tacts we made. Running into friendly greetings in 
strange ports, thousands of miles from home, is worth 
a lot. 

Talking taxes with them brought out some things 
to ponder over. All of them believe that after this 
war, the field for tax practice will be immense. It 
took a decade to clear up the mess of 1917/8. It will 
take at least that long to clear up the present mess. 
Our tax structure must remain a great burden for a 
generation. The very idea of repudiation of the na- 
tional debt, which is the only alternative, is repulsive, 
in fact, unthinkable. Therefore a bright future faces 
C.C.H. Put in your 1945 reservations for the Stand- 
ard Federal Tax Service, NOW. 

We are permitted to say that we took part in the 
Sicilian expedition, and are now based on the Mediter- 
ranean. On 31 July we got our first mail in eight 
weeks. It included the June and July issues of the 
Tax Magazine and a copy of the New Revenue Act, 
as explained by C.C.H. As far as this “retread” is 
concerned, he doubts if his war-weary mind will be 
able to cope with the post-war tax problems which 
promise such a bonanza. 


Cases 

Scanning the current crop, as reported in 43-2, USTC 
we find that Charlie Chaplin is the petitioner in the 
case at #9458, before CCA-9. Much dividends, much 
escrowing and such stuff. And Mary Pickford, by 
the way, is really Gladys Mary Moore. So there! 

Taxpayers on profitable war work wonder how re- 
serves for “contingencies” might be set up, just to 
have a little kitty, just in case . . . They'll be edified 
but not encouraged by the case reported at #9496, 
Joseph Co. v. Commissioner. 

The questions of income tax on ill-gotten gains and 
where the loot is cached and how collection can be 
effected are dwelt upon in the case at #9499. Tax- 
wise of no interest, procedurally rather fascinating. 
Ye shades of Huey Long! 

At #9514 we find a District Court case decided on 
the retroactive provisions of the 1942 Act, regarding 
non-trade or non-business expenses. The Court 
O.K.’s the deduction of expenses for defending title 
to stock. Tax years were 36 and ’37. The slow 
workings of Justice gave taxpayer a break in this case, 
thanks to the ’42 Act. 

CCA-5 indulgently takes cognizance of persistence, 
in the case at #9518. The opinion begins: “Uncon- 
vinced and undismayed by three defeats, first in the 
Board of Tax Appeals, next in this Court, and again 
in the Tax Court on remand for the taking of further 
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evidence, petitioners are here again.” If at first you 
don’t succeed—well, they didn’t get anywhere this 
time either. One of those community property things. 

“Partial credit for 51 dependents . . . $6,800.” Wow! 
That was claimed by and allowed to film star Made- 
leine Carroll, supporting a flock of refugee children. 
She has since, by the way, done a bang-up and terrific 
job for the Merchant Marine Service and rates a real 
salute! !! 


A Symposium on Federal Taxation 

For the second year, the Symposium on Federal 
Taxation in War Time will be held at The New 
School for Social Research, 66 West 12th Street, New 
York City. A paper presented at the Symposium by 
Godfrey N. Nelson on Taxation of Capital Gains was 
published in Taxes—The Tax Magazine of June, 1943. 

The series will be held on Tuesday evenings begin- 
ning September 28, 1943 until December 21. The 
organizer and Chairman of the Symposium is Alex M. 
Hamburg, New York attorney and tax consultant. 

The announcement lists the following speakers and 
their subjects: John W. Hanes, former Under Secre- 
tary of the Treasury, on Problems of Federal Taxation ; 
Randolph E. Paul, General Counsel of the Treasury 
Department, on Tax Legislation Proposals; Leo C. 
Cherne of the Research Institute of America, on The 
Excess Profits Tax and Renegotiation; Dr. Gerhard 
Colm, Fiscal Analyst of the Bureau of the Budget, 
on Taxation During and After the War. A paper on 
Consolidated Tax Returns will be delivered by Walter 
A. Cooper of the American Institute of Accountants; 
Maurice Austin, Chairman of the Taxation Commit- 
tee, New York State Society of Accountants, will 
discuss Relief Provisions Under Section 722; Corre- 
lation of Income, Estate and Gift Taxes by George E. 
Cleary of the New York Bar; Pension Trust Plans 
by Prof. Irvin Bendiner, University of Pennsylvania; 
The Current Tax Payment Act of 1943 by Harry J. 
Rudick of the Association of the Bar of New York 
City; Hugh Satterlee will speak on Reorganization 
and Recapitalization; Prof. Benjamin Harrow of St. 
John’s University on Taxation of Husband and Wife 
Relationships. The Significant Tax Decisions of 1943 
will be analyzed by Alex M. Hamburg. 

The prospectus of the course may be obtained from 
the Director, New School for Social Research. 


The American Bar Association 


The Sixty-sixth Annual Meeting of the Amer- 
ican Bar Association was held in Chicago, August 


23rd to 26th, 1943. Reports of the committees 
on taxation were summarized on August 24th. 
Mr. Weston Vernon Jr., chairman, presiding. 
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Excess Profits Tax Relief 





(Concluded from page 498) 
721(a)(2)(C) by a special division of the United 
States Tax Court. 


2. Installment Basis and Long Term Contract Basis 
Relief 

Further, in connection with the enactment of Sec- 
tion 722 constructed income provisions, the Congress 
enacted specific relief provisions under which there 
were afforded elections (in cases meeting the stat- 
utory test) for the treatment of income by taxpayers 
computing income from installment sales or comput- 
ing income from contracts, the performance of which 
required more than 12 months. These are not strictly 
speaking provisions within the scope of our review 
tonight and are of the specific legislative relief type 
which are all gathered and summarized on the check 
list, copies of which have been furnished you. 


Conclusion 


While an attempt has been made to cover the sub- 
ject matter of relief afforded under Section 722, actual 
cases will’bring to light innumerable situations not 
within the examples and illustrations cited with ap- 
proval by the Senate Finance and House Ways and 
Means Committees. It is apparent that as to these cases 
the right of relief which is directed to be given under 
subparagraph (b) (5) of Section 722 will have to be 
established by an application of the philosophy which 
underlies the remainder of Section 722. There are 
attached a check list and the four Charts above 
mentioned. 


Tax Chips 
(Continued from page 474) 

can take effect as the first payment of wages after 
the date the certificate is furnished to the employer. 
The same result is usualy reached under the rule 
applicable to a new certificate not furnished because of 
a change of status. There is no provision for retro- 
active application to payments made before the cer- 
tificate is furnished, and employers must withhold on 
the basis of the information on the certificate. Em- 
ployees will have to wait until March 15 to iron out 
any amounts withheld on the basis of incorrect cer- 
tificates, and their transactions will be with the 
collector, not the employer. 


* * * 
No other branch of America’s war effort is 
more vitally necessary than the Red Cross. 
If you would serve your country and those 
you love, give NOW-—give MORE. 
THE AMERICAN RED CROSS 
1943 WAR FUND 
* * * 











MR. POLK ON SECTION 722 









CCH Ideas and Helps 
for Tax Men... 


@ NEW 1944 CCH FEDERAL TAX COURSE—Here is a 
practical ready reference and training Course in federal 
taxation. Here is a plain-spoken explanation of the 
outstanding federal taxes as provided by the federal 
revenue laws, right down to publication date—with 
emphasis throughout on federal income taxation. 

Not a book, not a loose leaf Service, this is a Course 
especially designed to make it easy to become familiar 
with the ‘‘ins’’ and ‘‘outs’’ of the federal tax system 
—how it has developed—what it is today. 

Ideal for ‘‘refresher’’ or ‘‘brush-up’’ use, too. Inter- 
esting, readable—and well worth reading: stems from 
George T. Altman and his popular Introduction to 
Federal Taxation. 

Solves the problem of what to use for training 
juniors, etc. Over 1000 pages, 614 x 9% inches, semi- 
flexible covers, price $10 a copy. 


@ ESTIMATING INCOME TAX FOR SEPTEMBER 15 
PAYMENT—Provides ‘‘life-size’’ reproductions of the 
actual, official forms, completely and correctly filled-in, 
together with detailed CCH step-by-step, plain-English 
explanations keyed to each item of the forms. In addi- 
tion to the forms filled-in, they are also reproduced in 
blank to be individually filled-in for permanent record 
and convenient reference use. 64 pages, more or less, 
full 8'%4 x 11 inch size, heavy paper covers, $1 a copy. 


@ CURRENT TAX PAYMENT ACT 1943 WITH EX- 
PLANATION (‘‘Pay-As-You-Go”’ Law)—Full official text 
of the ‘‘Pay-As-You-Go’’ law, with helpful tables and 
detailed understandable CCH explanation of the Act 
which provides for the current payment of the individual 
income tax to be collected at source. 80 pages, 6 x 9 
inches, heavy paper covers. $1 a copy. 


@ INCOME TAX REGULATIONS 103—Here is essential 
material conveniently arranged and provided for every- 
one working with federal income taxes. A valuable 
source and reference book, presenting a record of ad- 
ministrative interpretation for the taxable years 1939- 
1942. Complete with all amendments in place to July 
15, 1943. Indexed, 460 pages, 6 x 9 inches, heavy paper 
covers, $2 a copy. 


@® EXCESS PROFITS TAX REGULATIONS 109—Com- 
pact and convenient, this book presents, in handy refer- 
ence form, the text of the Excess Profits Tax Regula- 
tions As Amended to date, including the regulation 
pertaining to Section 722 (Abnormalities) of the Internal 
Revenue Code. 192 pages, 6 x 9 inches, heavy paper 
covers, $1 a copy. 


® NEW YORK TAX LAW—1943 — Presented here is 
the complete text of the effective articles of Chapter 60 
of the Consolidated Laws of New York as of July, 1943, 
together with Article 4, Secs. 130-139 of State Depart- 
ments Law and law provisions imposing taxes on horse 
racing. Prior effective articles, new amendments and 
changes are all woven together into one coordinated 
unit that shows just how the basic tax law of the state 
stands today. Authoritative—the material is reproduced 
from ‘‘Law—N. Y. State’’ division of the CCH New York 
Tax Service. 348 pages, 6 x 9 inches, heavy paper 
covers, indexed, $2 a copy. 


"Order by Mail 


CLEARING, HOUSE, In, 
PUBLISHERS OF LOOSE LEAF LAW REPORTING SERVICES 


New YORK CHICAGO 
214 N. MICHIGAN AVE. 


WASHINGTON 




















































































































































































































































































































































Appellate and Lower Courts 


(1) Life insurance companies: Reserve deduction.—‘‘Sup- 
plementary Contract Reserves,” which represented assets re- 
tained to meet taxpayer’s liabilities upon insurance policies 
which had already matured, are not “reserve funds required 
by law” within the meaning of Sec. 203(a)(2), 1932 and 1934 
Acts, and hence, taxpayer is not entitled to a reserve deduction 
therefor. 

(2) Life insurance companies: Deductions: Interest paid.— 
Pursuant to election under supplementary contract options 
(one providing for leaving the face amount of the insurance 
policy after maturity on deposit with the insurer, and another 
providing for installment payment of the amount due under 
the policy), interest at the rate of 3% per annum was guaran- 
teed, and, in addition thereto, provision was made for “excess 
interest dividends” as determined and apportioned by the in- 
surer. The Court holds that the guaranteed interest paid is 
deductible as interest on indebtedness, regardless of whether 
the option was exercised by the insured or by the beneficiary, 
but denies the deduction of “excess interest dividends” paid in 
1933 and 1934 on the ground that such payments were not 
interest.—CCA-2, The Equitable Life Assurance Society of the 
United States, Petitioner, v. Guy T. Helvering, Commissioner of 
Internal Revenue, Respondent. 43-2 ustc J 9550. 


Refunds and credits: Amendment of claim.—Income tax 
was overpaid and timely claim for refund made within the 
period of the statute of limitations. An amendment to the 
original claim was filed after the statute had run. The Court 
affirms the lower Court’s finding that the amendment was a 
statement of a new cause of action which did not extend the 
time limitation. Refund denied.—CCA-3, Pearl R. Mesta, Ap- 
pellant, v. the United States of America. 43-2 ustc J 9559. 


Allocation of income and deductions between organizations 
owned or controlled by the same interests.—For the alleged 
purpose of ridding itself of an investment which it was unwise 
for an insurance company to retain and not for the purpose of 
tax avoidance, Corporation A in February, 1936, transferred 
to taxpayer, a wholly owned subsidiary, 1,000 shares of a 
third corporation having a basis of $140,378.06 and a value of 
$8,562.50, in exchange for shares of taxpayer having a value 
of approximately $73,000. In the same year taxpayer sold the 
stock of the third corporation for $7,175. The Court holds that 
Sec. 45, 1936 Act, is applicable to the transaction, and that tax- 
payer’s deductible loss is not measured by the transferor’s 
basis, but is limited to the difference between the fair market 
value of the shares when acquired by taxpayer and the amount 
for which the shares were sold, the remainder of the loss being 
thereby, in effect, properly allocated to the parent corporation. 
—CCA-3, National Securities Corporation, Successor by Merger 
to American Gas & Electric Securities Corporation, Petitioner v. 
Commissioner of Internal Revenue, Respondent. 43-2 ustc 


{| 9560. 


\mterpretations 
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Gross income: Income from securities: Joint enterprise.— 
Income and gains received by trustees were taxable to tax- 
payers as adventurers in a joint enterprise where the evidence 
indicated them to be equitable owners of stock acquired from 
a trust company at its cost (but above market value) for the 
purpose of strengthening the trust company in which they were 
interested —CCA-3, Charles G. Berwind, Petitioner, v. Commis- 
sioner of Internal Revenue, Respondent. Edward B. Creighton, 
Deceased, Marcella D. Creighton, Executrix, Petitioners, v. Com- 
missioner of Internal Revenue, Respondent. 43-2 ustc { 9561. 


Estates and trusts: Net income: Distribution contingent 
upon survival.—W here trustees under a will are directed by the 
terms of the trust to distribute the net income therefrom an- 
nually to those heirs of the decedent who, on the first day of 
each successive year, would take the estate if it passed under 
the intestate laws of Pennsylvania, they are not entitled to a 
deduction on account of the income so distributed because it 
was earned while in the hands of the trustees and prior to the 
year of distribution, was accumulated for persons with con- 
tingent interests, and held for future, not current, distribution. 
(One dissent.)—CCA-3, Thomas McKee Graham and Fidelity 
Trust Company, Trustees Under the Last Will and Testament of 
Nettie McKee Graham, Deceased, Appellants, v. Walter L. Miller, 
Collector of Internal Revenue of the Twenty-Third District of 
Pennsylvania, Now Deceased; W. Wendell Stanton, Adminis- 
trator, Appellee. 43-2 ustc J 9562. 


Deductions: Losses: Middle West Corporation stock.— 
Taxpayer owned common and preferred shares in the Middle 
West Utilities Co., which shares were subsequently exchanged 
for shares in its successor corporation, pursuant to a plan of 
reorganization. Taxpayer sold the shares so received, together 
with warrants to subscribe for additional shares, and sought a 
loss deduction based on the original cost of the stock. The 
Court holds that the District Court erred in its holding that 
the stock had become worthless prior to 1936 since taxpayer 
offered evidence to prove that the stock had potential value at 
the time that it was sold, and actually received cash on the sale 
thereof, regardless of the fact that the cash received was a 
nominal sum compared to the cost of the stock.—CCA-3, G. E. 
Employees Securities Corporation, Appellant, v. John E, Manning, 
Collector of Internal Revenue for the Fifth District of New 
Jersey. 43-2 ustc J 9563. 


Capital gains and losses: Sale of life interest to remainder- 
man.—Consideration received by taxpayers, who were life 
beneficiaries of two trusts, for the transfer of their life interests 
in the trusts to the remainderman constituted the proceeds of 
sales of capital assets, not ordinary income. (One dissent.)— 
CCA-8, Estate of F. S. Bell, Deceased, Laird Bell, Executor, 
Petitioner, v. Commissioner of Internal Revenue, Respondent. 
Frances L. Bell, Petitioner, v. Commissioner of Internal Revenue, 
Respondent. 43-2 ustc J 9565. 
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Charitable trust: Control not retained: Taxability of settlor. 
—Settlor is not taxable under Sec. 22 (a), 1934 and 1936 Acts, 
on the income of a ten-year, irrevocable trust, with husband 
as trustee, all of the income of which for the term of the trust 
was applicable exclusively for the benefit of certain religious, 
charitable, and educational institutions and purposes, and the 
principal of which, upon its termination, reverts to the grantor, 
if living, or if deceased, to her estate. Characteristics of the 
trust held to differentiate it from trusts which have been held 
taxable include the following: Trust was not a mere channel 
for the discharge of obligations of the settlor, or a mere tem- 
porary allocation of family income among the members of 
an intimate family group; in the operation of the trust, neither 
settlor nor the trustee, her husband, could legally receive 
economic benefit from the trust estate; settlor reserved no 
right to change named beneficiaries of the trust; term of trust 
was not so short as to compel the inference that the settlor 
had not parted with the beneficial ownership of the trust 
principal; right reserved to approve securities in which trustee 
might invest the trust principal was retained to protect settlor’s 
right of reversion, and had nothing to do with the operation 
of the trust; right of succession of settlor to office of trustee, if 
exercised, could not change the trust terms nor alter the 
relative obligations of the settlor and trustee created by the 
trust instrument; and settlor never attempted in any instance 
to manage or control the trust estate in order to direct the dis- 
position of its income. One dissent.—CCA-8, United States of 
America, Appellant, v. Elinore Mapes Pierce, Appellee. 43-2 ustc 
7 9558. 

Personal holding companies: Debentures v. stock.—Despite 
the fact that participating debentures issued by taxpayer had 
certain characteristics of corporate stock, the Court holds that 
since they had a fixed maturity date and were payable regard- 
less of the sufficiency of the earnings or surplus of the taxpayer, 
the debentures did not constitute capital stock, and therefore, 
taxpayer was a personal holding company with less than five 
stockholders and properly taxable as such.—CCA-9, Wash- 
mont Corporation, a corporation, Appellant, v. Thor W. Henrick- 
sen, Individually, and as Acting Collector of Internal Revenue for 


the Western District of Washington, Southern Division, Appellee. 
43-2 ustc J 9556. 


Deductions: Expenses: No evidence of services rendered.— 
Where taxpayer failed to prove that payments made to an 
expert, who had formerly rendered services to it in connection 
with the saving of freight rates and demurrage charges, and 
which were charged on its books as entertainment and travel 
expenses were actually made for services rendered in the tax- 
able year, those payments are not deductible —CCA-10, Harden 
Mortgage Loan Company, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 43-2 ustc § 9552. 


Recognition of gain or loss: Reorganization.—Taxpayers 
exchanged stock and outstanding notes of an old corporation 
for stock in a new corporation pursuant to a plan of reorganiza- 
tion under the Bankruptcy Act. Less than eighty per cent of 
the stock of the new corporation was issued to the stockholders 
of the old corporation solely in exchange for their old stock, 
but when the stock which they received for interest on the notes 
which held was added to the stack received for the old stock, 
more than eighty per cent of the stock of the new corporation 
was in the hands of the stockholders of the old corporation. 
The Court holds that since Congress did not require the separa- 
tion of stock received in exchange for securities from stock 
received in exchange for stock in determining control under 
Sec. 112(h), 1936 Act, and since the stockholders of the old 
corporation were in control of the new corporation under the 
terms of Sec. 112(h), 1936 Act, the exchange constituted a 
nontaxable reorganization under Sec. 112(3)(1)(C), 1936 Act, 
on which no gain or loss is recognized. Helvering v. Southwest 
Consolidated Corporation, 315 U. S. 194, 42-1 CCH 9248, dis- 
tinguished —CCA-10, Commissioner of Internal, Revenue, Peti- 
tioner, v. Ada T. Huntzinger, Respondent. Commissioner of 
Internal Revenue, Petitioner, v. Mahlon D. Thatcher, Respondent. 
43-2 ustc J 9551. 
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Gross income: Husband and wife: Allocation on facts.— 
Taxpayer and wife (subject to Missouri Statutes) conducted a 
fruit and vegetable store from 1924 through the taxable year 
1939. In the latter part of that period they also conducted a 
ham business. Up to 1930 the wife devoted much time to the 
business, but after that year rendered service only in emer- 
gencies. Funds for the repayment of a $500 loan used for the 
acquisition of a delicatessen and the establishment of the ham 
business were derived from the efforts of both the taxpayer 
and his wife. The Tax Court, allocating on the facts, holds 
that 75% of the profits in the taxable year were taxable to the 
husband and 25% to the wife. Max German v. Commissioner, 


CCH Dec. 13,378. 


Deductions: Expenses: Uniforms.—The cost of uniforms 
and accessories of a nurse in a tuberculosis hospital which were 
worn only while on duty and, because of the communicable 
nature of the disease afflicting the patients with whom she was 
in contact, could not have been used for any other purpose is 
deductible from gross income under Code Sec. 23(a)(1), as 
amended by Sec. 121, 1942 Act. Eleanor E. Meier v. Commis- 
sioner, CCH Dec. 13,375. 


Deductions: Contributions by individuals: Designated bene- 
ficiary.— Taxpayer paid the expenses of maintaining a desig- 
nated ward of a charitable organization in an educational 
institution organized for profit, during the taxable years 1939 
and 1940. The Tax Court holds that the amounts paid can 
not be regarded as gifts to or for the charitable organization 
and the deductions are disallowed. S. E. Thomason v. Com- 
missioner, CCH Dec. 13,371. 


Gross income: Satisfaction of mortgage at less than face 
value.—Taxpayer purchased, for less than face value, and 
turned in at face value, as payment of its mortgage indebted- 
ness, certain mortgage certificates issued by the trustee under 
the mortgage. The taxpayer was not insolvent. Though under 
the agreement between taxpayer and the trustee the certificates 
could be used, at face value to discharge principal indebtedness, 
the record does not show the value of the property at time of 
acquisition, nor its cost to taxpayer. It is held that the tax- 
payer realized income to the extent of the difference between 
cost and face value of the certificates. United States v. Kirby 
Lumber Co., 284 U. S. 1, 2 ustc 814, applied. Helvering v. 
American Dental Co., 43-1 ustc J 9318, 318 U. S. 322, held in- 
applicable here because there was no direct negotiation between 
debtor and creditor, and strictly speaking no obligation owing 
by taxpayer directly to the certificate holders. Fifth Avenue- 
14th Street Corporation v. Commissioner, CCH Dec. 13,399. 


Tax Court—Memorandum Opinions 


(1) Deductions: Timber losses.—Fire on taxpayer’s timber- 
land in 1933 killed the trees but did not destroy the trees as 
sound timber. No loss was claimed in the year of the fire. 
Taxpayer claims deductions for loss from destruction of timber 
by insects and fungi in the taxable years (1936-1939). It is 
held that taxpayer is allowed to deduct as losses the damages, 
on the basis of the cost or adjusted basis of the timber pre- 
ceding the fire and measured by the percentage of timber 
destroyed in each year, as stipulated. 

(2) Deductions: Depletion of timber—Amount of allow- 
ance for depletion of timber is determined. The Commissioner’s 
claim that the original cost of the timber should be reduced 
on account of the fire in 1933 is overruled, since al] of timber 
was merchantable as sound timber after the “crown” fire. 

(3) Capital loss v. ordinary loss.—Taxpayer is entitled to 
a deduction resulting from abandonment of certain lands in 
1939 on which there were large amounts of back taxes unpaid. 
The bulk of the abandoned land was quitclaimed to the county 
to which taxes were payable, and the rest was conveyed by 
quitclaim deed to another timber company in a transaction 
which involved a short-cut device to save foreclosure for tax 


(Continued on page 523) 
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agencies of the United States Government 
on account of the production in excess of a 
specified quota of depletable minerals or 
timber. This exclusion is limited to the net 
income (after depletion) attributable to the 
production above the quota; and it is avail- 
able in lieu of, not in addition to, the “excess 
output” relief described above, if both are 
applicable. 

The final touch of mining relief takes the 
form of an expansion of prior law with re- 
spect to the complete exemption from excess 
profits tax of income attributable to the 
mining in the United States of certain crucial 
minerals. To the exempt list are added 
nickel, sheet mica, tantalum, and vanadium. 


Net Operating Loss Deduction Adjustment. 
Excess profits net income is computed by 
making specified adjustments to normal-tax 
net income, Prior to the Act, the adjust- 
ments made no reference to the net operating 
loss deduction, then based on the carry- 
over of operating losses from the preceding 
two years. During the passage of the Act, 
an attempt was made to harmonize the de- 
duction with the computation of the excess 
profits tax base in certain major respects by 
appropriate adjustments to the deduction 
for excess profits tax purposes. 


The new provision prescribes the follow- 
ing additional adjustments, for excess profits 
tax purposes, in each of the following basic 
steps: 

(a) In computing the net operating loss 
(regardless of whether the income or the 
invested capital credit is used either in the 
current year or in the year in which the loss 
arose) the excess profits tax is disallowed 
as a deduction. This adjustment will 
affect the determination of net operating 
losses arising in all years beginning after 
December 31, 1940, for the Act continues the 
allowance of the excess profits tax as a de- 
duction in computing the net operating loss 
deduction for income tax purposes, even 
though the deduction has been eliminated 
for other purposes. 


The remaining adjustment to the net op- 
erating loss computation is applicable only 
if the invested capital credit is used in the 
year in which the loss arose (but regardless 
of the credit used in the current year) and 
consists of the disallowance of 50 per cent 
of the interest on borrowed capital in that 
year. 

(b) In carrying an operating loss back two 
years, it is applied first against the earlier 
of the two years, and to the extent not needed 
to offset “net income” (specially computed) 
in that year, it is then available for use in 
the later year to which it is being carried 
back. Comparable procedure is followed in 
carrying an operating loss forward two years. 
That is, a loss is applied chronologically. 

The new excess profits tax adjustment in 
this phase related to the determination of 
“net income” in the year or years to which 
the loss has been previously applied. The 
additional adjustments for excess profits tax 


acne consist of those outlined in (a) 
adove. 













































































_(c) Finally, the net operating loss deduc- 
tion for income tax purposes consists of the 
aggregate of the operating loss carry-backs 
and carry-forwards to the current year. 
However, if the statutory concept of nor- 
mal-tax net income for the current year is 
less than the net income for such year spe- 
cially computed to reflect an amount cor- 
responding more closely to true business 
Income, then the operating loss deduction 
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(which, as indicated above, is also computed 
on the latter basis) is applied first against 
the difference—which in effect represents 
business income free from tax. . This is ac- 
complished by reducing the aggregate of the 
carry-backs and carry-overs by the amount 
of such difference, to arrive at the ultimate 
net operating loss deduction. 

Excess Profits Net Income Placed on An- 
nual Basis. The excess profits credit rep- 
resents normal profits for a full year’s 
operations. In the case of a short year the 
credit must therefore be proportionately re- 
duced or the excess profits net income built up, 
in order to prevent the avoidance of tax. Prior 
law met this problem by placing excess 
profits net income on an annual basis at the 
rate of income effective for the short year. 
A tentative excess profits tax was then com- 
puted by using this constructed excess profits 
net income, and to determine actual tax 
liability, the tentative tax was pro-rated on 
the basis of the number of days in the short 
year to the number in the twelve months. 

The Act not only retains this provision 
as the general rule (with minor language 
changes), but also adds an alternative solu- 
tion which in effect permits the substitution, 
for the constructed year’s income in the 
above formula, of the actual twelve months’ 
excess profits net income which would have 
been included in the period had it not been 
cut short. 


Tax-exempt Bond Premium. Interest from 
government bonds, whether wholly exempt 
or exempt only from normal tax, is not 
included in excess profits net income; and 
if the invested capital credit is used, such 
bonds are treaied as “inadmissible assets” 
and thus reduce the invested capital credit. 
However, a taxpayer using such credit may 
elect to include all such interest in excess 
profits net income, in which case the bonds 
become “admissible assets.” 


The Act contains new income tax provi- 
sions providing for the amortization of pre- 
mium on such bonds by corporate taxpayers. 
To coordinate the above-described election 
with the amortization provisions, it is now 
provided that the amount included in excess 
profits net income in the event of election 
shall be the interest income reduced by the 
applicable amortization of premium under 
such provisions. 

Income Abnormalities. Section 721 of the 
Code provides a measure of relief in certain 
cases where “abnormal” income is accrued 
or received during the year, primarily in 
those cases where a block of income is ar- 
tificially aggregated in a single year but 
nevertheless flows from income-producing 
efforts exerted over a period of years. The 
relief takes the form of allocating the ab- 
normal income, for excess profits tax pur- 
poses, over the years (both past and future) 
to which it is economically attributable. 
Sections 721 (c) and (d) have been com- 
pletely rewritten. 

The basic philosophy of section 721 is that 
it shall not increase tax. This policy is fur- 
ther implemented by a new paragraph pro- 
viding two additional controls: 


(a) If a future year is reached in which 
the past tax saving no longer exceeds the 
increase in tax in the future year, any allo- 
cation of income to subsequent future years 
is therea‘ter disregarded. 


(b) In addition, the income allocated to 
the future year in which the past tax saving 
first becomes exhausted is also to be dis- 
regarded to the extent that it is not required 
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to bring the increase in tax in such year up 
to the point of exhaustion of the past tax 
saving. 

Installment Sales and Long-Term Contracts. 
The Act contains special relief provisions, 
somewhat similar in effect to section 721, 
for certain taxpayers whose income is ar- 
tificially aggregated in one or more excess 
profits tax years because of their method of 
accounting with respect to installment sales 
and long-term contracts. 


Credit for Dividends Received. Section 211 
of the Act revises section 711 (a) (2) (A) 
of the Code to deny taxpayers using the 
invested capital system any credit, in com- 
puting excess profits net income, for divi- 
dends received on stocks which are not 
“capital assets”—principally, stocks held by 
dealers for sale to customers in the ordinary 
course of business. 


The Income Credit 


Capital Gains and Losses. Prior to the Act, 
sections 711 (b) (1) (B) and 711 (b) (2) 
of the Code, in prescribing the treatment of 
capital gains and losses in the base period 
for the purpose of computing the income 
credit, in effect applied the same rules ap- 
plicable to capital gains and losses, under 
sections 711 (a) (1) (B) and 711 (a) (2) (D), 
in determining excess profits net income for 
the current year. This policy is continued, 
with one exception. 

Under the Act, the one-year short-term 
capital loss carry-over has become a five- 
year net capital loss carry-over (without 
distinction as to holding period), effective 
with respect to losses incurred in 1942 and 
later years. For the year 1942, however, the 
one-year short-term carry-over from 194] is 
preserved to the extent of short-term gains 
in 1942 


Averaging the Base Period Net Income. The 
rule in force prior to the Act, namely, a base 
period average computed by treating a 
deficit in one year (the largest deficit in 
the case of more than one) as zero rather 
than a minus quantity, originated in the 
House version of the Second Revenue Act 
of 1940. The alternative “normal growth” 
provision, stepping up the average in the 
event of increased earnings in the latter half 
of the base period, was added by the Excess 
Profits Tax Amendments of 1941. 


The Act retains intact the “normal growth” 
alternative, but changes the general average 
to reflect a compromise between prior law 
and an average based on the best three of 
the four years. The new provision in the 
first instance computes the average of all 
years in the base period, including all deficits 
as minus quantities. However, if the monthly 
average excess profits net income of one 
year in the base period is less than 75 per 
cent of the monthly average of the remain- 
ing years, the average is recomputed by 
substituting for the low year an amount 
based on income at the rate of 75 per cent 
of such monthly average for the other years. 
Only one such year’s income is thus increased, 
and in the event two or more qualify, the 
year most favorable to the taxpayer is used. 


Capital Reductions. Under section 713 (g) 
of the Code, the income credit is adjusted 
for capital changes occurring since the base 
period. To prevent taxpayers from raising 
new equity capital, investing it in securities 
the income from which is not subject to 
excess profits tax (tax-exempt bonds and 
domestic stocks), and then using the in- 
creased credit (resulting from the capital 
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addition) to offset business income other- 
wise subject to tax, a capital addition is 
reduced by any post-base period net increase 
in “excluded capital,” «. ¢., tax-exempts and 
domestic stocks. Prior to the Act, an in- 
crease in excluded capital had no effect, 
however, in the absence of a capital addition. 

The latter fact created, theoretically at 
least, a broad “loophole” in the law. Section 
216 of the Act adds to section 713 (g) a 
new subsection (5) for the purpose of closing 
the “loophole”. Briefly summarized, the new 
provision establishes a capital reduction (not 
merely an offset to the capital addition, if 
any) of a corporation, based on increased 
holdings of the stock of affiliates. 

Supplement A. The Second Revenue Act 
of 1940 contained elaborate provisions, known 
collectively as “Supplement A,” relating to 
the determination of the income credit of a 
taxpayer which has absorbed through certain 
tax-free transactions other businesses having 
base period experience. These provisions 
were seriously defective, from the stand- 
point of both basic policy and drafting tech- 
nique. Consequently, the Supplement has 
been thoroughly overhauled in the Act. 

The purpose of the Supplement is to draw 
together the separate base period incomes 
of the various enterprises (“component cor- 
porations”) that have been coalesced, via 
tax-free transfers of assets, in the formation 
of the presently existing business; and to 
include such experience in the income credit 
of the taxpayer, 1. ¢e., the corporation now 
holding the aggregz ated business assets (the 

“acquiring corporation’ 2 

Section 740 (c), prior to the Act, defined 
a “qualified” component corporation as a 
component corporation in existence at the 
beginning of the taxpayer’s base period. This 
provision appeared in prior law for the pur- 
pose of allowing the inclusion of the base 
period experience of only such components. 
There was no valid reason, however, for 
excluding the earnings experience of com- 
ponent corporations which came into exist- 
ence during the base period. Accordingly, 
the Act has corrected this defect by allowing 
the inclusion of the base period experience of 
all components which in fact were in exist- 
ence before January 1, 1940; and the old 
section 740 (c) has been dropped. 


In conformity with this change, the Act 
has also extended Supplement A to acquiring 
corporations in existence before January 1, 
1940, or having a component or components 
in existence before such date, rather than 
requiring such existence at the beginning 
of the base period. In addition, Supplement 
A is now applicable, without election, to all 
corporations meeting this requirement, if 
the average base period net income under 
the Supplement is greater than under sec- 


tion 713. 


A new section 740 (c) has been inserted. 
It is possible for a component corporation 
to retain its existence as a separate taxpayer 
even though its business has been absorbed 
by an acquiring corporation on a tax-free 
exchange. For example, a corporation may 
transfer all its assets to a new corporation 
in exchange for all the latter’s stock. The 
first corporation may not be then liquidated, 
however, and may acquire a new set of 
operating assets by using the stock of the 
second corporation (or the proceeds of a 
sale thereof) as funds for the purchase of the 
new assets. 


Prior to the Act, the first corporation was 


literally entitled to the use of its base period 
experience with respect to the transferred 
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assets in computing its excess profits credit, 
ior the purpose of determining excess profits 
tax on the income from the new assets. 
Moreover, the second corporation was en- 
titled to the use of the same base period 
experience in computing its excess profits 
tax. 

Section 740 (c) excludes the excess profits 
net income of a corporation, for any period 
before the day after a tax-free exchange 
upon which such corporation becomes a 
component corporation, in computing the 
excess profits credit of (a) such component 
corporation, or (b) of “an acquiring corpo- 
ration of which the acquiring corporation 
in such transaction is not a component.” 
There is also excluded in both instances the 
excess profits net income of any components 
that the component corporation in question 
may have previously acquired. In addition, 
the capital addition or capital reduction, 
immediately before the exchange or for any 
prior period, of the component corporation 
(or its earlier components) is also disregarded. 

The foregoing rules apply only for the 
purpose of computing the excess profits 
credit for taxable years beginning after De- 
cember 31, 1941. Nor do they apply in the 
application of the “normal growth” formula 
except in limiting under such formula the 
average base period net income (or the Sup- 
plement average base period net income) 
to the largest year in the base period. 

If the taxpayer becomes a component cor- 
poration on a transaction in the course of a 
taxable year beginning after December 31, 
1941, it is in effect given the average base 
period net income (or Supplement A average 
base period net income) which it would have 
received in the absence of such transaction, 
pro-rated in light of the number of days in 
the year before the day after such transaction. 

However, the entire capital audit on or 
reduction before the exchange, rather than 
a pro-rated portion, is disregarded. Cor- 
respondingly, the remainder of the pro-rated 
base period income, and all the capital addi- 
tion or reduction, of the component are 
transferred to the acquiring corporation for 
such year. 

Finally, it is now expressly provided that 
the acquiring corporation on a tax- free ex- 
change (or a corporation of which such 
acquiring corporation becomes a component) 
must exclude the excess profits net income 
of the component corporation on such ex- 
change for any period beginning with the 
day following the exchange. This provision 
is retroactive to all taxable vears beginning 
after December 31, 1939. 

The Act has now permanently anchored 
the base period of an acquiring corporation 
to the four calendar years 1936-1939. The 
change is not retroactive unless the taxpayer 
so elects; and the amendment is not avail- 
able to a taxpayer which became an ac- 
quiring corporation prior to September 1, 
1940, the base period for the first taxable 
year ending in 1941 being applicable. 

Several corrections are made with respect 
to the base period income taken into account. 
Under the Act, the income of all taxable 
years beginning with or within the base 
period years (even though ending there- 
after) is included. 

Prior to the Act, only the income of a 
“qualified” component—t. e., a component 
actually in existence at the beginning of the 
base period, or one which had “acquired” 
such a component—was includible, and in 
the later instance, only for the period sub- 
sequent to the acquisition of the qualifying 
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component. Moreover, the income of the 
acquiring corporation for the period prior 
to its becoming an acquiring corporation (jj 
it was not actually in existence at the begin. 
ning of the base period) was also excluded, 


The Act corrects these errors to the ex. 
tent of allowing the inclusion of all excess 
profits net income of both the acquiring 
corporation and its components for their 
respective taxable years beginning in the 
base period. Moreover, for those base period 
years in which neither the acquiring nor any 
component corporation was in existence, a 
constructed income based on eight per cent 
of invested capital of each corporation as 
of the beginning of its first taxable year 
beginning in 1940, is allowed. 


This fill-in of vacant period is unduly 
limited, if consistency with the constructive 
income afforded by the general provisions 
for the income credit is desired. The Act 
does not allow a fill-in under Supplement A 
of a vacant period of any of the corporations 
in any base period in which any one of the 
taxpayer and its component corporations 
was in existence. This appears to be an 
arbitrary rule. Obviously, the fill-in, as in 
the case of the non-Supplement A taxpayer, 
should be for the entire vacant periods oj 
all corporations absorbed into the system. 


Finally, a provision is added to prevent 
duplications in the credit by the absorption 
of a component corporation stock in which 
had been previously acquired since the be- 
ginning of the base period in consideration 
for the transfer of the taxpayer’s assets, 
rather than the issuance of its stock. 


The Act makes two basic changes in the 
process of averaging the includible income 
of the various corporations, once it has been 
determined. First, the principle discussed 
above whereby the lowest base period year 
is built up to 75 per cent of the average of 
the other years, in lieu of being built up 
merely to zero, as under prior law, is now 
available under Supplement A. Second, the 
so-called “normal-growth” formula is also 
available under Supplement A. As in the 


case of the general rule, the two methods are 
exclusive. 


The provision (old section 743) relating 
to the capital changes of an acquiring cor- 
poration has been refined, and made more 
explicit, but the basic principle, 7. e., simply 
to transfer the net capital addition or re- 
duction of the component to the acquiring 
corporation, remains the same. 

In the foregoing discussion of Supplement 
A, it has been pointed out that the amend- 
ment contained in new section 740 (c) (2). 
relating to the computation of the ceil of 
a surviving component for the year in which 
the exchange occurs, is limited to such ex- 
changes in taxable years beginning after 
December 31, 1941; and that the new 75 
per cent build- -up of the lowest base period 
year also applied only to such years. 


In addition, the rule that an acquiring 
corporation is deprived of a surviving com- 
ponent’ Ss or its successor’s base period 
income subsequent to the transfer of the 
component'’s assets to the acquiring corpora- 
tion is retroactive to the beginning of the 
excess profits tax. 

As to the remaining amendments, the tax- 
payer is given an election, pursuant to Treas- 
ury regulations, to have them all applied 
retroactively to the inception of the tax; but 
in the absence of such election, they will be 
applied only to taxable years beginning after 
December 31, 1941. 
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Washington Tax Talk 

(Continued from page 499) 
to $10,000, so as to make the computation as easy as 
possible for the taxpayer. Payment of half the bal- 
ance of the estimated tax still due on 1943 income 
must be made with the filing of the declaration. 

Most taxpayers who filed returns on March 15 will 
not be required to file the declaration because their 
current year’s tax requirements will have been fully 
met through the deductions at source on wages and 
salaries. 

In general, a declaration is not required of wage 
earners subject to withholding who do not receive 
more than $2700 a year if single, or more than $3500 
a year if married. 

However, inasmuch as the personal income of cer- 
tain persons, such as physicians, lawyers, ministers 
of the gospel, agricultural labor, domestic servants, 
those in the armed forces and others, is exempt from 
withholding, and as other income such as interest, 
dividends, rents and business profits is not subject to 
deductions for taxes at source—all persons receiving 
such income, generally speaking, will be required to 
file a declaration on or before September 15. 

Penalties are provided for failure to file a Declara- 
tion of Estimated Tax or to pay an installment within 
the time prescribed, or for a substantial under-estimate 
of the Estimated Tax, or for willfully making a false 
return. 

In order to place all taxpayers on an equal footing 
from the standpoint of being current in their income 
and Victory Tax payments, the Current Tax Payment 
Act of 1943 provided this method of filing a declara- 
tion of estimated tax for the year. The taxpayer 
pays his estimated tax either in a lump sum or in 
installments just as he has in the past, but with this 
difference—he will be paying, during this year, his 
tax on this year’s income. 

A taxpayer required to file a declaration must file 
it on or before September 15, 1943, with the collector 
in whose district he expects to file his income tax 
return for 1943, and must pay at the same time at 
least one-half of the unpaid balance of the estimated 
tax for 1943, unless he is a farmer. If at least 80 per- 
cent of the taxpayer’s estimated gross income is 
derived from farming, he must file this declaration on 
or before December 15, 1943, and must at the same 
time pay the entire unpaid balance of the estimated tax. 

A taxpayer becoming liable after the first filing date 
because of a change in income or marital status must 

file a declaration on or before December 15, 1943. If 
necessary an amended declaration may be filed before 
December 15, 1943. A joint declaration may be filed 
by husband and wife even though they expect to file 
separate tax returns for 1943. 
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The Declaration Form 1040-ES, together with in- 
structions and tables furnished for the convenience of 
taxpayers in estimating their income and Victory Tax, 
will be available to them in the office of their local 
collector on or about August 9. Should a taxpayer 
prefer to make a more precise computation of his esti- 
mated tax, he may, upon request to his local collector, 
receive an alternative work sheet with more detailed 
instructions, which has been prepared for the con- 


venience of taxpayers in the higher income brackets. 


’ VHE possibility of revising tax 
laws in order to simplify ad- 
ministration and to reduce the 

paper work of taxpayers is being 

studied by the Treasury Department. 

It is planned to make the results of 

the study available to Congress in 

the form of recommendations at some 
future date. | 

For some time the Treasury Department has been 
concerned over the increasing complexities growing 
out of the various accumulating tax laws and has 
given considerable thought to the matter of simpli- 
fying them. Members of the Congressional tax 
committees have also been considering the matter and 
have indicated a desire to see steps taken to rectify 
this situation. It is believed that the study and re- 
sultant recommendations will materially assist Con- 
gress in overcoming many of the existing difficulties. 





The Treasury’s study will be in 
charge of John M. Maguire who has 
been appointed Consulting Expert 
to the Treasury Department. Mr. 
Maguire previously served the Treas- 
ury in that capacity in 1938 when he 
was engaged in the preparation of a 
proposed Administrative Code which 
was published in 1941. He is a member of the law 
firm of Hale & Dorr, Boston, Massachusetts, and is 
on the staff of the Harvard University Law School. 


The Treasury Department is also inaugurating an 
extensive study of the Federal estate and gift taxes. 
Recent developments in this field have produced a 
very confusing situation insofar as the application of 
the taxes in specific cases is concerned and the re- 
lation of these taxes to each other and to the income 
tax. This confusion makes it difficult for taxpayers 
to plan their affairs and for the Government effec- 
tively to administer the taxes. Consequently, for the 
benefit of both taxpayers and the Government a re- 
examination of these taxes is necessary. There will 
be special emphasis upon the most appropriate methods 
of levying and collecting these taxes, particularly the 
(Continued on page 513) 
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(Continued from page 511) 
possibility of coordinating or integrating the two 
levies and thereby placing tax incidence upon a sounder 
basis. 

The project will be very broad in scope, including 
such subjects as rates and exemptions, simplification 
of the rate structure, the avoidance of tax for several 
generations through trust settlements, and the rela- 
tion of the estate and gift taxes to the income tax and 
to local death taxes. This survey will be carried on by 
the Treasury in cooperation with an Advisory Com- 
mittee of prominent tax attorneys who are experts in 
the field of estate and gift taxation. It is believed that 
the study will prove very helpful to Congress in con- 
sidering further legislation which would eliminate 
loopholes, inequities and other defects disclosed by 
the study. 

The members of the Advisory Committee are Jesse 
R. Fillman, of Philadelphia, who is Chairman of a 
Special Committee on Correlation of Federal Income, 
Estate and Gift Taxes of the Tax Section of the 
American Bar Association; Professor Erwin N. Gris- 
wold, of the Harvard University Law School, who is 
a member of the same Committee; Laurence E. Green, 
of Boston, Chairman of the Federal Estate and Gift 
Tax Committee of the Tax Section of the American 
Bar Association ; Harry J. Rudick, of New York City, 
Chairman of the Tax Committee of the New York 
City Bar Association, and George Bowden of Chicago. 


* * * 


Tax Conference in Mexico 


An inter-American tax conference consisting of 
members of the Fiscal Committee of the League of 
Nations and other experts opened on July 19, 1943 in 
Mexico City at the invitation of the Mexican Gov- 
ernment. The conference will be attended by experts 
from twelve countries: Canada, United States, Mexico, 
Colombia, Venezuela, Ecuador, Peru, Brazil, Chile, 
Bolivia, Argentina and Uruguay. The agenda in- 
cludes the preparation of three model conventions to 
serve as a basis for bilateral tax negotiations between 
States concerning the prevention of double taxation 
through income and property taxes and death duties, 
and the establishment of reciprocal administrative 
systems in the assessment and collection of taxes. 
An exchange of views will also take place on post- 
war fiscal problems. League of Nations, Princeton, N. J. 


* *« * 


Cost of Withholding 


To administer the Federal withholding tax for the 


next biennium there has been allocated to the Auditor 
of Public Accounts (Illinois) the sum of $225,000. 
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Our Cover Personality 


Harold N. Graves 


Mr. Graves has but recently been appointed Assistant 
Commissioner of Internal Revenue. 


He has been in government service since 1908 and has 
held many important posts among them, Accountant 
and Assistant Chief Bureau of Efficiency, Administrative 
Assistant to the Secretary of Commerce, Assistant to 
the Postmaster General. Mr. Graves was appointed 
Assistant Secretary of the Treasury in 1934 and while 
there effected the coordination of enforcement agencies 
of the Treasury and decentralization of the Bureau of 
Internal Revenue Technical Staff. 





On the basis of 25,000 state employees, this figures 
at the rate of $4.50 per capita each year. Senate Bill 
420 setting up $150,000 and House Bill 882 providing 
for an additional $75,000 were passed by the General 
Assembly. In addition, the Auditor’s office received 
a deficiency appropriation of $50,000 to administer the 
Victory tax for the first six months of this year. 

Is private industry finding it necessary to set 
aside this much per employee to handle these func- 
tions? Illinois Taxpayer. — 


The October Issue 


The next issue will feature an article by Mr. 
Martin Saxe on, Tax Immunity of Federal Agents 


and Congressional Declarations, and an article by 
Mr. J. P. Jackson on, New Federal Estate and Gift 
Taxes on Commumity Property. 
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Recent Pension Trust Regulations 
(Continued from page 489) 


to qualify, it may be amended retroactively by that 
date to cure any defects. It is extremely improbable 
that the Commissioner can rule upon the thousands of 
plans which will be submitted to him before the dead- 
line, and in all likelihood Congress will be asked to 
extend the date. 

It is understood that a special section is being 
formed in the Bureau of Internal Revenue to pass 
upon and issue rulings with respect to the many plans 
which will be submitted. It may be that where plans 
are found not to qualify for one reason or another, 
taxpayers and their counsel will be given opportunity 
of having conferences in which the defects may be 
pointed out and discussed. The attitude of the tax 
officials seems to be that taxpayers should be ade- 
quately informed of the nature of any defects so that 
proper amendments can be made. 


Mimeograph 5539 in Full Text 


1. Section 19.165(a)(3)-1 of Regulations 103, as amended 
by Treasury Decision 5278, approved July 8, 1943 (I. R. B. 
1943-13, 13), provides that a classification of employees under 
any pension plan which results in relatively or proportionately 
greater benefits for employees earnings above 
any specified salary amount or rate than for 
those below such salary amount or rate may 
be found to be discriminatory within the 
meaning of section 165 (a) (3) (B) unless 
such relative or proportionate differences in 
benefits as between employees resulting from 
such classification are approximately offset 
by the retirement benefits provided by the 
Social Security Act. It is further provided 
that for this purpose the total Social Security 
Act benefit of an employee, in view of the 









supplementary benefits provided by such law, Annual 
may be considered as 150 percent of the pri- rate of pay 
mary insurance benefits provided thereby. For (1) 
administrative convenience, it is further pro- $1,000 
vided that a plan excluding employees earning 1.100 
$3,000 per annum or less will not be deemed 1.200 
discriminatory merely because it provides a 1.300 





minimum benefit not to exceed $20 a month. 


? 


; ; wig! 1,400 
2. A salary classification plan is integrated 








with social security if no employee can receive 1,500 
a greater annuity in proportion to pay (includ- 1,660 
ing the social security annuity) than any lower 1,700 
paid employee, assuming identical periods of 1,800 


service. The comparison is made with em- 
ployees excluded entirely from the plan as 
well as with lower paid employees within the 






? 
plan. = — 
3. As an example of integration with social 2300 


security, consider a pension plan which in- 
cludes only employees earning more than 
$3,000 per year. The social security annuity 







(150 percent of the primary insurance benefit) 2,600 
of a $3,000 per year employee is $720 plus an 2,700 
additional $7.20 for each year of covered em- 2,800 
ployment after 1936. For retirement on Janu- 2,900 


ary 1, 1937, the annuity is $720, or 24 percent of 
the $3,000 annual rate of pay. For retirement 


Maximum annuities, as a percentage of pay, which may be paid 
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in 1979 (42 years under the Social Security Act) the annuity 
is the sum of $720 plus (42 times $7.20), or $1,022.40. How- 
ever, the law limits the social security annuity to $1,020 or 
34 percent of the $3,000 annual rate of pay. Thus the social 
security annuity for a $3,000 per year employee may be ex- 
pressed as equal to 24 percent of average annual pay plus an 
additional .24 percent of average annual pay for each year of 
employment after 1936. For retirement on January 1, 1942, 
this formula becomes 24% plus (.24% times 5), or 25.2%. 
For all practicable purposes, therefore, this integration formula 
may be expressed as: 


25% plus (4% times years of service after 1941). 
Note that this formula results in an annuity for a $3,000 per 
year employee retiring on January 1, 1979 (37 years after 1941) 
of 25% plus (4% times 37), or 34% percent as against the 
actual maximum of 34 percent. A supplementary plan cover- 
ing employees earning over $3,000 per year can be integrated 
with the Social Security Act if it provides for a maximum 
annuity, after at least 15 years of service, equal to 25% plus 
(44% times years of service after 1941) applied to average 
annual pay in excess of $3,000. This formula will apply 





[Method of Computation in Table I Explained 

(1) = Annual rate of pay required for membership under 
plan. 

(2) = (270 times 105) divided by column (1) = &%. 

(3) = 270 divided by column (1) = %. 


Il 


(4) = Column (2) plus 15.75% = %. 

(5) = Column (3) plus .15% = %. 

Note: The percentages given in the above table may be 
rounded to avoid decimal fractions of a percent. For example, 
at the $3,000 rate of pay the figures 25.2% and .24% are rounded 
to 25% and 4%, respectively. | 








TABLE I 





under a “salary classification” pension plan 


Percentages applicable to covered 
pay bracket not in excess of 
$3,000 per vear 


Percentages applicable to 
pay in excess of $3,000 


per year 
Additional Additional 
percentage percentage 
Flat per year Flat per year 
percentage after 1941 percentage after 1941 
(2) (3) (4) (5) 
28.350% .2700% 44.100% 4200% 
25.773 2455 41.523 3955 
23.625 .2250 39.375 3750 
21.808 .2077 37.558 | 
20.250 - 1929 36.000 3429 














18.900 .1800 34.650 .3300 
17.719 1688 33.469 3188 
16.676 1588 32.426 3088 
15.750 1500 31.500 .3000 


14.921 1421 30.671 













14.175 1350 29.925 

13.500 1286 29.250 .2786 
12.886 1227 28.637 2727 
12.326 1174 28.076 .2674 


11.812 
11.340 


1125 
1080 


27.562 
27.090 



















10.904 1038 26.654 2538 
10.500 1000 26.250 .2500 
10.125 .0964 25.875 .2464 
9.776 .0931 25.526 .2431 


9.450 .0900 25.200 
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whether or not the retired employee has a wife 65 years of 
age at time of retirement. 


4. A $3,000 and over plan will be considered non-discrim- 
inatory in respect to benefits if the annuity per year of service 
prior to the effective date of the plan does not exceed % percent 
of annual compensation in excess of $3,000 as of the effective 
date of the plan and if it does not exceed 1 percent of average 
annual compensation in excess of $3,000 for service rendered 
after the effective date of the plan. 


5. A $3,000 and over plan which satisfies the “34% and 1%” 
test qualifies without applying the “25% plus 4%” test. How- 
ever, plans which exceed the % and 1 percentages may be 
qualified by amendment thereto providing that in no case 
shall the annuity paid to any employee, as a percentage of 
average annual pay in excess of $3,000 for a period of not less 
than 10 years exceed 25% plus (44% times number of years 
of service after 1941). 


6. Also a plan exceeding the “34 and 1” percentages would 
qualify if the total service credit is limited to have the same 
effect as applying the 25% plus 4% maximum. For example, 
a plan providing benefits per year of service equal to 1% per- 
cent and 1% percent for prior and future service, respectively, 
would qualify as non-discriminatory if total (combined past 
and future) service credit were limited to 20 years. Thus in 
the case of an employee having 20 years of service prior to 
1942, this results in a total benefit of 25 percent (20 times 
14%), and no benefit can be given for future service. In 
the case of an employee having no allowable service prior to 


1942 and 20 vears of service after 1941, he will be allowed © 


a maximum benefit of 30 percent (20 times 144%, or 25 per- 
cent plus 20 times 4). In the case of an employee having 
53 years of allowable service prior to 1942, and 15 years of 
allowable service after 1941, he will be allowed a maximum 
benefit of 2834 percent (5 times 14% plus 15 times 14%, or 
25% plus 4% times 15) of the average compensation earned 
during a period of at least 10 years. 

7. The (25% plus 4%) test is particularly applicable to the 
“flat percentage” plans as a method of qualifying such plans. 
It is also applicable to pension plans of the “money purchase” 
type and to profit-sharing plans providing for retirement bene- 
fits. For example, suppose a $3,000 and over plan provides 
for annuities equal to a flat percentage of average annual pay 
in excess of $3,000. Any such plan will qualify if the benefits 
are not more than those permitted under the “25% plus 4%” 
maximum limitation. However, in the case of employees 
retiring with less than 15 years of service the annuity as com- 
puted by the “25% plus 4%” formula must be reduced in such 
proportion as the actual number of years of service is to 15. 

8. Paragraphs 3 to 7 apply only to plan excluding employees 
covered by the Social Security Act with compensation of not 
more than $3,000 per annum. If the plan excludes employees 
at some rate of annual compensation below $3,000, the factors 
shown in Table I above are to be used in lieu of the “25% 
plus 4%” used in the foregoing examples, and the factors 
shown in Table II below are to be used in lieu of the 4% and 
1% figures used in the foregoing examples. 

Example: 

Suppose a plan excludes employees earning less than $2,000 
per year, and the annuity benefit for those covered in the plan 
having at least 15 years of service is 35 percent of average 
annual pay for the last 10 years. Notwithstanding the 35% 
annuity, the plan is good if it provides that “in no case shall 
the annuity exceed an amount equal to the sum of: 

(1) 14.175% plus (.135% times years of service after 1941) 
applied to annual pay in excess of $2,000 and not over 
$3,000, plus 

(2) 29.925% plus (.285%) times years of service after 1941) 
applied to annual pay in excess of $3,000.” 

Under this maximum limitation an employee having an 
average annual compensation under the plan of $10,000 per 
year, retiring on January 1, 1952, with 15 years or more of 
service, could receive an annuity not greater than the sum of 
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(1) [14.175% plus (10 times .135%)] times 


SOOO ae Sete oe hp Ae $ 155.25; plus 
(2) [29.925% plus (10 times .285%)] times 
ras 5 kicks zl cys TRO ee 


Total under supplementary plan = $2,449.50 
If the plan permitted retirement after 10 years of service 
and this employee had only 10 years of service, his benefit 
under the plan should be reduced to 10/15 of $2,449.50. 
Adding the social sectirity annuity of $720 times 1.15, or 
$828, brings the total annuity to $3,277.50, which is 32.775% 
of the $10,000 annual pay. This is precisely the same per- 
centage of pay that is provided under the Social Security 
Act to the $2,000 per year employee (excluded from the plan). 
That is, the social security annuity to a $2,000 per year em- 
ployee retiring on January 1, 1952, (15 years under the Act) is: 
($270 plus $300) times 1.15, or $655.50, which is 32.775% of 
the $2,000 rate of pay. In other words, the use of the per- 
centage table, without rounding, results in integration with 
social security (150% of the primary insurance benefit). 


TABLE II 
Maximum annuities, as a percentage of pay per year of 
service, which may be paid under a “salary 
classification” pension plan 
(Percentages applicable to covered pay not in 
excess of $3,000) 


(1) (2) (3) 
Annual 
rate of pay Prior service ' Current service ’ 


$1,000 8505% 1.1304% 
1,100 7732 1.0309 
1,200 .7088 9451 
1,300 6542 8723 
1,400 6075 8100 
1,500 5670 .7560 
1,600 5316 .7088 
1,700 5003 .6671 
1,800 4725 .6300 
1,900 4476 5968 
2,000 4252 5669 
2,100 4050 5400 
2,200 3866 190 
2,300 3698 .4931 
2,400 3544 4725 
2,500 3402 4536 
2,600 3271 4361 
2,700 3150 4200 
2,800 3038 4051 
2,900 .2933 3911 


' Service rendered prior to effective date of the plan. 
* Service rendered after effective date of the plan. 

The percentages (per year of serivce) applicable to the 
average annual wages covered by the plan not in excess of 
$3,000 are obtained from the preceding table. The prior and 
current service percentages (per year of service) applicable 
to average annual wages in excess of $3,000 are obtained as 
follows: 

A. Prior service. 

(1) Compute actual prior service annuity per year of service 
payable under the plan with respect to the annual wage 
bracket (below the $3,000 rate) covered by the plan. 

(2) Express (1) as percentage of $3,000, i. e., divide result 
obtained under (1) above by 30. 

(3) The prior service percentages are equal to the result 
obtained under (2) above plus .75%. 

B. Current service. 

(1) Compute actual current service annuity per year of 
service payable under the plan with respect to the annual 
wage bracket (below the $3,000 rate) covered by the 
plan. 
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(2) Express (1) as percentage of $3,000, i. 
obtained under (1) above by 30. 

(3) The current service percentages are equal to the result 
obtained under (2) above plus 1%. 


Example: 


e., divide result 


The Y Company pension plan, which became effective on 
January 1, 1942, includes all employees whose annual rate of 
pay exceeds $1,700. Retirement is compulsory at age 65. The 
plan provides for annuity benefits computed as follows: 

For each year of prior service (service prior to January 
1, 1942): 

(1) %’% of average annual compensation in excess of $1,700 

and not in excess of $3,000; plus 

(2) 1% of average annual compensation in excess of $3,000; 

plus 


For each year of future service (service after December 
31, 1941): 


(3) %% of average annual compensation in excess of $1,700 
and not in excess of $3,000; plus 
(4) 14% of average annual compensation in excess of $3,000. 


For purposes of computing annuity benefits, “average annual 
compensation” is defined in the plan as one-tenth of the highest 
aggregate compensation received by the employee during any 
ten consecutive years. 

By reference to the table, it is at once evident that the 
percentages applicable to pay covered by the plan not in excess 
of $3,000 are “‘non-discriminatory” (the table shows .5003% 
and .6671% for prior and future service, respectively). The 
“permissible” percentages applicable to annual pay in excess 
of $3,000 are determined as follows: 


($1,300) (14%) 
30 


($1,300) (4%) 
30 


The .97% result for prior service is considered close enough 
to the 1% contained in the plan (a tolerance of .05% may be 
considered reasonable). 

9. The integration tests expressed in the formulae con- 
tained in the preceding paragraphs of this mimeograph are 
based solely upon employer contributions. Where employees 
contribute under a plan with a $3,000 minimum salary limi- 
tation the formulae must be changed in the following manner: 


(a) The 4% in the “25% plus 4%” formula is increased 
by 1/10% for each 1% employee contribution. 
(b) The 1% in the “34% and 1%” formula is increased 
by 1/10% for each 1% employee contribution. 
In plans with salary limitations below $3,000, the 1/10% i for 
each 1% contribution will be added to the figures in Table | 
(columns 3 and 5) or Table II (column 3) used in lieu of 
the 4% or 1%, respectively. 

10. Attention is called to the provisions of section 19.165 
(a) (1)-1 of Regulations 103, as amended by Treasury Deci- 
sion 5278, approved July 8, 1943, which provides that every 
employees’ trust claiming exemption for a taxable year begin- 
ning after December 31, 1941, must prove its right thereto by 
filing with the collector of the district in which the employer 
files his return certain information, which further provides that 
the collector shall forward such information to the Commis- 
sioner for decision as to whether the trust is exempt. Similarly, 
every annuity plan which it is claimed complies with sec- 
tion 165 (a) for a taxable year beginning after December 3], 
1941, should be forwarded to the Commissioner for decision 
as to whether such a plan complies with section 165 (a). 

11. Correspondence from the following regarding the pro- 
cedure prescribed herein should refer to the number of this 
mimeograph and the symbols indicated: Collectors of internal 
revenue, A&C :Col.; Internal revenue agents in charge, IT:TM; 
Heads of field divisions of the Technical Staff, TS:ARM. 
[Signed by Norman D. Cann, Acting Commissioner. ] 


Prior service = plus .75% = .97% 


Future service = plus 1.00% = 1.29% 
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Tis is more than a war of mechanical 
monsters clashing in the night... 
more than a war of production. 


It is a war for markets—your markets! 
The Axis wants your business—wants to 
destroy it once and for all. 


With so much at stake, there is no doubt 
you will want to do everything you can to 
meet this Axis threat. Two ways are 
open: Speed production and put 10 per- 
cent of your income into WAR BONDS! 
The only answer to enemy tanks and 
planes is more American tanks and 
planes—and your regular, month-by- 
month purchases of War Bonds will help 
supply them. Buy now and keep buying. 


THE GOAL: 10% OF EVERYONE'S 
INCOME IN WAR BONDS 


When you install the Pay-Roll War 
Savings Plan (approved by organized 
labor), you not only perform a service 
for your country but for your employees. 
Simple to install, the Plan provides for 
regular purchases of War Bonds through 
voluntary pay-roll allotments. 





ae we keke we we we ke kK kK 


TAX RELIEF FOR WAR LOSSES 


Tax Relief for War Losses 
(Continued from page 494) 

and liquidation, and property of the latter represent- 
ing at least 75% of the adjusted basis for determining 
loss of all its property must be deemed to have been 
destroyed or seized under subsections (a) (1) or (2). 
Some companies may be given a little leeway in com- 
ing under this provision because, in determining the 
adjusted basis of all the property of the subsidiary, 
the taxpayer does not have to take into account the 
same classes of assets as were mentioned in connection 
with a wholly owned subsidiary, i.e., money in the 
United States, bank deposits, receivables from a per- 
son in a non-enemy or non-enemy controlled area, or 
bonds guaranteed by the United States, provided such 
assets have not been treated as destroyed or seized 
(sec. 19.127 (e)-1, Reg.). 

The liquidation of the subsidiary must be completed 
within one year after the last property of the corpora- 
tion described in subsections (a) (1) and (2) is 
deemed to have been destroyed or seized, except that 
if such year expired before April 21, 1943 (a period of 
six months after the enactment of the Revenue Act of 
1942 specified in section 127 (e) (1)) the liquidation 
had to be completed before that date (sec. 19.127 
(e)-1, Reg.). 


Subsidiary of a Subsidiary 


It is interesting to note that if the domestic corpora- 
tion had a foreign subsidiary which in turn owned 
stock in foreign companies, it could not take a war loss 
under subsection (e) because that section requires 
that the foreign company own directly property de- 
scribed in subsection (a) (1) or (2) deemed to be 
destroyed or seized. In other words, although an in- 
terest in such property, such as stock in the corpora- 
tion owning it, may be deemed to be destroyed or 
seized under section (a) (3), such interest is not in- 
cluded in the required amount of 75% of the adjusted 
basis for determining loss of all the property of the 
corporation under subsection (e) concerning partial 
worthlessness (sec. 19.127 (e)-1, Reg.). 

On the contrary, under subsection (a) (3), if all the 
assets owned by a holding company are securities 
within the provisions of subsection (a) (3) as being 
issued by corporations owning only property de- 
scribed in subsections (a) (1) and (2), then stock in 
the holding company itself is considered to be an in- 
terest in such property, and may be considered worth- 
less when all the underlying assets are deemed to be 
destroyed or seized (sec. 19.127 (a)-4, Reg.). 


Determination of Amount of War Loss 

When property is treated as destroyed or seized un- 
der subsections (a) and (e), the war loss is determined 
as if the taxpayer’s interest therein had ceased, and 
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in the same manner as a loss by casualty (see secs. 
19.23 (e)-1 and (f) 1, 1. R. C.). No account is taken of 
the possibility of recovering such property or a gov- 
ernmental award at the end of the war. On the con- 
trary, insurance or any other certain indemnity by a 
government is not disregarded (sec. 19.127 (b)-1, 
Reg.). 

If during a taxable year property is deemed to be 
destroyed or seized, and in the same year the taxpayer 
recovers the property or money or other property in 
lieu of such property, or compensation therefor, or 
acquires a recognized right to recover the property or 
compensation therefor, such facts must be taken into 
account in determining whether a loss has been sus- 
tained and its amount. 

Likewise, if in the same taxable year the property 
is deemed to be destroyed or seized, such property 
was used to satisfy any liabilities of the taxpayer, or if 
such liabilities are discharged by reason of the events 
which cause such property to be treated as destroyed 
or seized, the amount of such compensation must be 
taken into account in determining the war loss (idem). 


Recoveries 

The general rule regarding recoveries is that if any 
money or property is recovered in respect of property 
considered under subsection (a) as destroyed or seized 
in any prior taxable year, the amount of such recovery 
shall be included in gross income to the extent set 
forth in subsection (c). This subsection provides that 
such recoveries for any taxable year are not includible 
in income until the taxpayer has recovered an amount 
equal to his allowable war-loss deductions in prior 
taxable years which did not result in any reduction 
of any income tax of the taxpayer (sec. 19.127 (c)-1, 
Reg.). 

Recoveries in excess of such amount are treated as 
ordinary income until such excess equals the amount 
of his allowable war-loss deductions in prior years 
which did result in a reduction of any income tax 
(idem). 

Any further recoveries in excess of the taxpayer’s 
allowable war-loss deductions in prior taxable years 
are treated as gain on an involuntary conversion of 
property as a result of its destruction or seizure, and 
such gain is recognized or not recognized under sec- 
tion 112 (f), I. R. C. If recognized, such gain is in- 
cluded in gross income as ordinary income, unless it 
is treated as gain from the sale or exchange of a capital 
asset held for more than six months under section 117 
(j), 1. R.C. 

The amount of any recovery is the aggregate of 
the amount of any money and of the fair market value 
of any property recovered, both determined as of the 
date of the recovery. For example, a domestic com- 
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pany’s plant in Paris is returned after the war, or un- 
der the peace treaty the German government pays an 
award on account of the seizure of the plant. The term 
recovery also includes the proceeds of the sale of the 
taxpayer’s right to property treated as lost, or prop- 
erty received for rights to property distributed upon 
the liquidation of a corporation under subsection (e) 
(sec. 19.127 (c)-1, Reg.). 


Basis cf Recovered Property 

Subsection (d) of section 127 and sec. 19.127 (d)-1 
of the regulations contain a detailed formula for com- 
puting the unadjusted basis of recovered property 
which is to be used in arriving at the adjusted basis 
under section 113 (b), I. R. C., when determining the 
gain or loss on a later sale or other disposition of the 
property. 

In effect the unadjusted basis of such recovered 
property is its fair market value upon the date of its 
recovery, reduced by the amount of the non-recog- 
nized gain attributable to such recovery under section 
19.127 (c)-1 of the regulations. 


Treatment if Loss Not Taken 

The foregoing summarizes the provisions applicable 
where a loss is taken in the various situations en- 
visaged by section 127. If a company is aware that 
its property has not actually been destroyed or seized, 
and would derive no tax benefit from taking a war 
loss, its officers may naturally enquire what would be 
its situation if it did not take a tax loss but later got 
back its property intact. 

Where any deduction allowable for a taxable year 
on account of a war loss was not claimed for such 
year, it is considered in computing tax for such year 
or for any other year as a deduction which did not 
result in a reduction of any tax. In other words, it is 
regarded as an allowable deduction which was not 
allowed in computing any tax. 

In contrast to this provision in the regulations, if a 
deduction claimed by a taxpayer on account of a war 
loss was disallowed by the Commissioner, the taxpayer 
may not subsequently contend that such deduction 
was an allowable deduction for such taxable year (sec. 
19.127 (c)-2, Reg.). 

In view of the foregoing, the recovery of the prop- 
erty for which no loss was taken, does not involve a 
payment of tax in the year of recovery. However, the 
unadjusted basis of the property, for use in the case 
of a subsequent sale, must be redetermined in accord- 
ance with section 19.127 (d)-1 of the regulations, as 
mentioned above. 


Conflict with Policies of Foreign Funds Control 


Although there are no published rulings on the 
subject, it is understood that certain policies of the 
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Foreign Funds Control of the Treasury Department 
could prevent a taxpayer from taking the relief al- 
lowed, particularly under subsection (e). The cited 
policy of Foreign Funds Control is that no license 
will be granted to permit a transfer of frozen assets 
or liabilities from the owner to another person. 

For example, a German corporation has a bank ac- 
count in a New York bank which has been frozen. If 
an American taxpayer owns 100% of the stock (ex- 
cluding qualifying shares) of the German company 
and all the latter’s assets are in Germany except the 
bank account in New York, the domestic taxpayer 
may take a loss for the stock as worthless and treat 
the amount of the bank account as a recovery under 
subsection (a) (3). Nevertheless, the bank account 
remains frozen and the so-called “recovery” is merely 
an entry in the accounts of the taxpayer and on his 
return, in arriving at the amount of the allowable war 
loss. It has been suggested by an official in the Foreign 
Funds Control that a notation to the effect that it is 
an entry only for tax purposes be put in the books of 
the taxpayer. 

On the contrary, the situation is different if the 
Germany company, whether totally owned or owned 
to the extent of 50% or more, has property in a free 
area, not within the four excludible classes, such as a 
plant, as well as the frozen bank deposit in the United 
States. In sucha case, the war loss could only be taken 
upon the liquidation of the German company. 

The liquidation would have to be completed within 
one year after the last property described in subsec- 
tions (a) (1) or (2) was deemed to be destroyed or 
seized. If.all such property was in Germany, the time 
limit would have been up December 11, 1942, except 
for the extension of six months after the enactment 
of the Revenue Act of 1942, i.e., until April 21, 1943. 

To complete liquidation, the German corporation 
must distribute to its shareholders all the assets which 
it is able to distribute and all its rights to assets, such 
as assets treated as war losses under subsections (a) 
(1) or (2), which it is not able to distribute. But the 
corporation is a German corporation with its head 
office in Germany and the liquidation, to be valid in 
Germany, should be effected in accordance with Ger- 
man law. 

The probabilities are that the German company has 
been placed under the management of a German ad- 
ministrator (Verwalter), who is directing its affairs 
under the supervision of the Reichskommissar acting 
in conjunction with the Oberlandesgericht of the dis- 
trict where the plant is located. The plant is probably 
working over-time producing materials for the Nazi 
war machine. Certainly the German authorities would 
not acquiesce in a liquidation, or recognize as valid in 
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Germany any steps taken in the United States to 
accomplish that end. 

The Bureau has taken cognizance of these difficul- 
ties and provided in the regulations (sec. 19.127 (e)-1) 
that dissolution of the German corporation is not 
necessary if the distribution otherwise results in a 
complete liquidation. It takes note that “in some cases 
the corporation may not be able to comply with cer- 
tain formalities required by the law applicable in the 
case of a liquidation.” Apart from the requirements of 
German company law, the administrator placed in 
charge of the German company would have to get the 
approval of the Reichskommissar and the Oberlandes- 
gericht (Decree of January 15, 1940, and Regulations 
published June 20, 1940). 

This obviously would be impossible. Therefore, the 
regulations add that the liquidation will not be consid- 
ered invalid because of the absence of any formalities 
incident to such liquidation with which the corpora- 
tion was not able to comply, unless such liquidation 
is declared invalid by any appropriate authority. 

If the German authorities knew about the liquida- 
tion, they certainly would declare it to be invalid. 
Furthermore, the Foreign Funds Control of the 
Treasury, would not permit, under its present policy, 
either the liquidation of the company owning the as- 
sets subject to its jurisdiction or a transfer of a right 
to such assets from the company to its stockholders. 

Hence, it appears that this section cannot in some 
cases be availed of, in part because of the conflicting 
policies of another division of the Treasury. It should 
be said that this division is aware of this possible 
conflict but has not yet been called to resolve it. If 
occasion arises, the officials concerned have shown a 
willingness to see what can be done. 

But a company cannot expect such consideration 
from the German authorities! 

Two solutions suggest themselves: one is to extend 
the time in which the liquidation must be completed 
until a reasonable time after hostilities cease. Another 
is to follow the procedure in subsection (a) (3) fora 
wholly-owned subsidiary, treat the stock as worthless, 
and require the stockholders to treat all the assets in 
free areas as recoveries. Such a procedure will give 
practically the same results for tax purposes, and 
will not involve legal formalities which cannot be 
met and transfers of rights which cannot be trans- 


ferred. 
* * * 


Numerous qualifications will be found in the regula- 
tions in T. D. 5258 which should be examined carefully 
before taking any deduction for war losses. Any ques- 
tions concerning assets subject to freezing should be 
referred to the Foreign Funds Control in the Treasury 
Department. 
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“Little Man’s” Income Tax 
(Continued from page 490) 

deducted from the wages paid during the 24 weeks 

beginning with the first pay day in the following 

August. Any tax that remains unpaid at the end of 

24 weeks is deducted during the two remaining weeks 


preceding the commencement of the next period of 
24 weeks. 


In industries in which wages are high during one 
season and low in another, the income tax deducted 
from the weekly pay can be evened out over the year 
in order to avoid hardship. 

For the same reason, the Government has arranged 
that the deduction of tax from weekly pay must leave 
the taxpayer with a minimum weekly net income 
according to his family circumstances irrespective of 
his liabilities. These deduction limits, which corre- 
spond broadly to the personal allowances, are £2 a 
week for a single taxpayer, £3 for a married taxpayer 
without children, £4 for a married taxpayer with one 


child and £5 for a married taxpayer with 2 or more 
children. 


Special arrangements have been made to ensure 
continuity of deduction and to avoid the accumulation 
of tax liabilities in the case of persons who change 
their jobs. On leaving their employment taxpayers 
are given forms by their employers showing the 
amount of the weekly tax deduction; on taking up 
new employment, they give these forms to their new 
employers, who then continue to deduct tax at the 
rate shown, until further instructed by the taxation 
authorities. 


On the whole the system is working smoothly, 
thanks in a large measure to the introduction of the 
method of deducting taxes at the source in weekly in- 
stalments, which effectively prevents the accumula- 
tion of arrears. 


The only criticism directed against the system is 
that the tax is collected many months after the in- 
come on which it is levied is earned. The collection 
of tax begins ten months after the beginning of the 
period of income; thus, the tax collected between 
February and July in one year relates to earnings 
from April to October in the preceding year. The 
disadvantage of this time lag has been recognized by 
the Chancellor of the Exchequer, who informed the 
House of Commons on April 14 that methods of 
switching over to a pay-as-you-go basis were under 
consideration. The disadvantage of a time lag will 
not be felt fully until after the war, when many war 
workers may wish to retire and others may suffer a 
reduction in earnings. 


+ Buy US tar Bonds * 
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TAX ATTORNEY 


cA corporation operating on na- 
tionwide scale desires to employ an 
alert and thoroughly competent at- 
torney in its Chicago or New York 
office to assume responsibility for 
handling of federal and state tax 
matters, including rendering of opin- 
ions and constructive advice on tax 
aspects of proposed transactions, 
preparation of memoranda on cur- 
rent decisions and legislation of 
interest, and supervision of returns. 
Only those who have specialized in 
tax work for at least five years and 
who possess sound knowledge of 
accounting need apply. Familiarity 
with tax aspects of oil and gas trans- 
actions is desirable. Position is per- 
manent with ample opportunity for 
advancement. Applicants should de- 
scribe educational background, quali- 
fications and prior experience, state 
age and family and draft status, 
indicate desired salary and give two 
business and two personal references. 
Those in whom we are seriously 
interested will be granted personal 
interviews in either Chicago or 
New York. Our employees have 
been informed of the placing of this 
advertisement. 


Address replies to “Tax Attorney,” 
c/o TAXES—The Tax Magazine— 
214 No. Michigan Ave., Chicago, III. 


* 
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Indirect Payment of Life Insurance Premiums 
(Continued from page 477) 


In Lang v. Commissioner, 304 U. S. 264 (1937), the 
decedent had purchased life insurance on his own life 
from community funds with his wife and children as 
beneficiaries. Since the wife owned one-half of the 
community funds, the question was certified to the 
Supreme Court to decide whether all or only half of 
the proceeds of this insurance was includible in the 
husband’s estate. In holding that only one-half was 
includible the Supreme Court said: 


In the absence of a clear declaration it cannot be assumed 
that Congress intended insurance bought and paid for with 
the funds of another than the insured and not payable to the 
latter’s estate, should be reckoned as part of such estate for 
purposes of taxation.’ 

The court quotes the regulations containing the 
phrase “indirectly paid by decedent” but does not dis- 
cuss the meaning of “indirect.” It is significant that 
in reaching its decision the Court ignores the indirect 
payment of premium theory in favor of basing the 
result on a local doctrine of property law. Surely 
‘the Court could have upheld the validity of the Wash- 
ington community property law and at the same time 
have concluded that the husband, as the person actu- 
ally earning the money from which the premiums were 
paid, was thus indirectly paying the premiums. Prior 
to this decision the Court had often announced that 
taxing laws should be interpreted so as to give a uni- 
form application to a nationwide scheme of taxation 
and that “State law may control only when the federal 
taxing act, by express language or necessary implica- 
tion, makes its own operation dependent upon state 
law.” ® The Court could have attained this uniformity 
by interpreting “indirect” to include this situation. 
The fact that it chose not to do so (assuming that the 
Court adverted to this possibility—perhaps itself an 
unwarranted assumption) tends to indicate that “in- 
direct” is restricted to cases involving an express 
or implied agency relationship. 

The restriction of the meaning of “indirect” to situ- 
ations where the person paying the premiums from 
funds previously owned by the insured is under a duty 
(the fiduciary duty of an agent to apply his principal’s 
funds as directed) to so apply the funds, as contrasted 
with applying the funds as a voluntary action, is ex- 
emplified in the Reybine case. 


The Reybine Case 

In 1936 the second circuit in Helvering v. Reybine, 
83 Fed. 2nd 215, held that the grantor of a funded 
insurance trust did not indirectly pay the premiums 
on insurance on his own life. The trust provided that 





‘Congress made the clear declaration in the 1942 Revenue Act, 
Sec. 811 (g) (4). 
8’ Burnet v. Hormel, 287 U.S. 103 (1932). 
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the trustees were to use the trust income to pay pre- 
miums provided in their discretion such use of the 
trust income would not deprive the beneficiary-chil- 
dren of proper education and support during minority, 
or be insufficient to meet their needs in case of sick- 
ness. In reversing the Board of Tax Appeals, the 
Court stated: 


Premiums for 1928 and 1929 were paid from the income 
of the trusts which were created by the insured. While the 
income of a trust applied as here might be taxed as the 
grantor’s for tax purposes or when used to pay his 
own obligations in point of fact, the money used to 
pay the premiums was not his. It belonged to the bene- 
ficiaries. The payments discharged no obligation of 
the grantor. In such circumstances there is no ground for 
saying that the premiums were paid by the insured indirectly. 


It is not the purpose of this discussion to consider 
the present validity of the Reybine case as it applies to 
a funded insurance trust.® The interesting feature of 
the case is the Court’s refusal to extend the meaning 
of indirect payment to a situation where there is no 
de facto agency relationship, though there is such a 
relationship de jure as to income taxation by virtue 
of Section 167 (a) (3) of the income tax law. The 
language used by the Court indicates that it did not 
consider the trustee as owing a dual fiduciary duty to 
both beneficiaries and grantor, but to the beneficiaries 
only. Thus, in paying premiums the trustee was not 
acting on behalf of the grantor and hence, via the 


agency theory, the grantor did not indirectly pay the 
premiums.’° 


Premiums Paid by a Corporation 

If there is any validity to the theory that the courts 
will not find an indirect payment of premiums by the 
insured unless the payor of the premiums is perform- 
ing some implied obligation to the insured in making 
the payments, i. e., unless there exists between the 
insured and the payor some fiduciary relationship 
tantamount or closely analogous to the relationship of 
principal and agent, it should be equally applicable to 
the situation where a corporation, not itself the bene- 
ficiary, pays premiums on the life of a controlling 
stockholder. 


The Wilson Case 

In Wilson v. Crooks, 52 Fed. 2nd 692 (1931), the 
decedent owned 12,516 out of 25,000 shares of the 
Kansas City Star. A trust agreement had been created 
whereby the actual shares were held by a trustee who 
issued participating certificates. Officers and em- 





®*The fact that the income tax law treats the income of a funded 
insurance trust under Sec. 167 (3) as the grantor’s income would 
seem to give considerable weight to the provision in the current 
regulations deeming this an indirect payment of premiums under 
the estate tax as well. Additional doubt on the present day validity 
of the Reybine case is thrown by the Board of Tax Appeals in 
Martin Beck, 43 B. T. A. 147 (1940), wherein it is held that the 
grantor of an irrevocable insurance trust does not have to pay a 
gift tax on the capitalized value of the income of the trust which 
is necessary to pay premiums during his lifetime. 
10 See also, First National Bank of Birmingham, 36 B. T, A, 651. 
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ployees of the company were permitted to own partici- 
pating shares under an agreement which provided that 
upon death or termination of employment, the rerain- 
ing officers and employees should have the option and 
privilege of purchasing the interest of the retiring em- 
ployee. In order that this might be effectuated so 
far as the decedent’s majority interest was concerned, 
the Kansas City Star, acting through its directors, 
arranged with the decedent to apply for a large amount 
of insurance on his life. The premiums were paid by 
the company and the proceeds were payable to the 
trustee on behalf of the employees who were entitled 
to participate in purchasing the decedent’s interest at 
his death. 

The Treasury determined that the proceeds over 
$40,000 of this insurance were includible in the dece- 
dent’s estate to the extert that the decedent’s stock 
in the Kansas City Star bore to all of the stock of 
the corporation; viz., 12516/25000, or slightly over 
one-half. 

After reciting the applicable Regulations which 
contained the direct or indirect payment of premiums 
test, the Court said: 

The theory upon which the tax was assessed obviously 
was this: That, since the premiums were paid by the Kansas 
City Star Company, and since Kirkwood (decedent) was an 
owner of stock in that company, payment by the company 
of premiums was a payment by the stockholder, therefore 
Kirkwood, of a part of the total of the premium paid; the 
stockholder’s payment being such proportion of the total as 
the amount of stock held by him bore to all the stock. In other 
words, the theory is that, if A holds 25 shares of a total of 
100 shares in X company and if X company pays $100 insurance 
premium on a policy on the life of A, then A has, at least 
indirectly, paid $25 of that premium. I think this theory is 
untenable. A corporation is a separate entity from any of its 


stockholders. A payment by a corporation is in no sense a 
payment by the stockholders of the corporation. 


The effect of the insurance trust agreement was to make 
the officers and employees of the Kansas City Star 
Company the real beneficiarfes. The insurance premiums then 
were paid neither by the beneficiaries nor by the decedent, 
but were paid by the Kansas City Star Company for and on 
behalf of the beneficiaries. In neither case are the premiums 
paid by the insured. It is the payment of premiums by the 
insured which results in the inclusion of the proceeds of in- 
surance policies in the gross estate of the insured. 

Although the decedent as majority stockholder had 
control of the corporation, the Court uses an example 
involving a minority stockholder. Furthermore, the 
reasoning of the Court is to the effect that the 
corporate entity will not be disregarded simply be- 
cause a proportionate part of the corporate funds used 
to pay the premiums would otherwise have gone to 
the stockholder as dividend money or have enhanced 
the value of his shares. Hence the Court is implicitly 
saying that the diversion of possible equity funds of 
a shareholder to the payment of insurance premiums 
on his life is not an indirect payment of those pre- 
miums by the shareholder. 
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If it be true that payment of premiums by a corpo- 
ration on the life of a shareholder is not an indirect 
payment by the shareholder simply because funds 
are used which would otherwise have been his, it 
would seem that there would have to be an additional 
showing that the corporation acted primarily for the 
stockholder and not for itself. Again the hint 
toward the necessity of showing an agency relation- 
ship. If the corporation was performing a bona fide 
business purpose in purchasing the insurance, the 
corporate entity will not be disregarded. On the other 
hand, if no legitimate business purpose of the corpo- 
ration is served by paying for insurance on the life 
of its controlling stockholder, the corporation is then 
truly the “alter ego” of the insured. 


The decisions on group life policies '' seem to be 
sui generis and hence not relevant to this discussion 
although the Board of Tax Appeals in First Nat'l Bank 
& Trust Co. of Minneapolis, 39 B. T. A. 134 (1939) 
indicates a use of the agency concept in determining 
whether payment was indirect. 


Conclusion 

Although the regulations do not say so, the House 
and Senate Committee reports do not say so, and 
relevant Court decisions fail to say so explicitly, it is 
submitted that an indirect payment of premiums by 
an insured means, in order to include otherwise ex- 
empt insurance on the life of a decedent in his estate 
for federal tax purposes, that there existed an agency 
relationship between the insured and the payor otf 
the premiums. The test of the meaning of indirect 
as used in Section 81.27 of the current regulations, 
then, is: Was the person or corporation actually pay- 
ing the premiums under a fiduciary obligation to the 
insured to do so? Unless the answer is in the affirma- 
tive, the payment is not made indirectly by the insured 
even though he furnished the funds used in the first 
instance. 

It follows that each case must stand on its own 
facts with the burden of proof, but not a severe burden, 
on the taxpayer to negate agency. Consequently, if 
insurance is to be owned and paid for by a person 
having a close family relationship to the insured and 
the source of premium money came originally from 
the insured, care must be taken to preserve contempo- 
rary evidence showing that the payor of the premiums 
acted independently in purchasing the insurance. 
Similarly, if a corporation is to pay for insurance on 
the life of a controlling stockholder and it is not the 
beneficiary, the corporate records should clearly indi- 
cate the business purpose involved. 





11 Bessie M. Ballinger, 23 B. T. A. 1312 (1931); Estate of Francis 
H. Shields, B. T. A. Memo, Docket No. 110167, CCH Dec. 12,979 (M) 
(1943); M. W. Dobrzensky, 34 B. T. A. 305 (1936) Cf. Reg. 105, 
Sec. 19.22 (a)-3. 
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Economic Effects of a Wartime 
Excess Profits Tax 
(Concluded from page 481) 

We have no knowledge of what would be 
the distribution by corporation managements of war- 
time excess profits were these profits not absorbed 
by taxation. Probably dividend distributions would 
be increased, but probably, also, substantial fractions 
of such war profits would be retained by the corpo- 
rations as reserves against the contingencies of an 
uncertain future. We must conclude that a wartime 
excess profits tax reduces both corporate accumula- 
tion and dividend distributions, with the probability 
that the more marked effect is on the former. 

Corporate accumulations are wholly savings. It 
it estimated that, at the present time, from 25 to 30 
per cent of dividend receipts are saved by their 
recipients.’ Consequently, a wartime excess profits 
tax, by reducing both corporate accumulations and 
dividend distributions, substantially reduces national 
savings and, to a lesser extent, consumption expenditure. 

As previously indicated, the temporary nature of a 
wartime excess profits tax prevents it from condi- 
tioning seriously any long-term plans for capital ex- 
pansion that corporate management may make during 
a war period, and internal provisions of the tax or 
extraneous arrangements can safeguard it from detri- 
mentally affecting current expansion policies. While 
absorption of savings income by the tax might tend 
to restrict the flow of private funds available for such 
current expansion, this is not so critical a matter in a 
period when “essential” capital requirements are 
largely covered by government provision or control. 

A wartime excess profits tax probably reduces sav- 
ing more and consumption expenditure less than a 
corporation income tax that would produce the same 
revenue. The reason is that an alternative corpora- 
tion income tax would probably reduce dividend dis- 
tributions more, and accumulation of undistributed 
profit less, than an excess profits tax with a compara- 
ble yield.® Since the entirety of profit retention by 
corporations is saving, while only a fraction of divi- 
dend receipts are saved, the tax with the greater 
relative influence on profit retention would accom- 
plish the greater reduction of saving. An alternative 
personal income tax with a rate progression so ad- 
justed that most of the revenue came from the higher- 
bracket individuals who save the greater part of their 


by war. 





‘The normal proportion of dividend receipts that are saved is 
between 40 and 50 per cent—Temporary National Economic Com- 
mittee, Profits, Productive Activities and New Investment, Mono- 
graph No, 12 (1941), p. 63. The 25 to 30 per cent estimate for the 
current period takes into consideration the changes in consumption 
expenditure and saving caused by recent changes in the personal 
income tax. 

*On the assumption that retention of profit out of excess profit 
is more elastic than retention out of the more normal profits of 
corporations that would be subject to an alternative income tax 
but not to the excess profits tax. 
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incomes might reduce saving more than an excess 
profits tax; otherwise an alternative personal income 
tax with ordinary rate progression would reduce con- 
sumption expenditure more and saving less than an 
excess profits tax. Any alternative taxes that were 
largely shifted into prices would, of course, have less 
effect on saving and more on consumption expendi- 
ture than an excess profits tax. 


Interpretations 

(Continued from page 507) 
liens and purchase at a tax sale for a consideration equal to the 
tax deficiencies. It is further held the transactions were sales 
within the meaning of Code Sec. 117(d), and, therefore, loss is 
limited to $2,000. Oregon Mesabi Corporation v. Commissioner, 
CCH Dec. 13,385(M). 

Gross income: Cost of deferred annuity contracts.—The 
Commissioner properly included in the gross income of the 
taxpayers as additional compensation for 1940 amounts paid 
in that year by the corporation of which taxpayers were ex- 
ecutives for deferred annuity contracts on their lives, since the 
contracts in question were not pensions or related to the cor- 
poration’s pension plan. 7. M. Girdler and Lillian S. Girdler v. 
Commissioner; Norris J. Clarke v. Commissioner; Charles M. 
White and Helen B. White v. Commissioner; R. J. Wysor v. 
Commissioner, CCH Dec. 13,386(M). 

Association v. corporation: Agency relationship.—Seven in- 
dividuals, who had filed applications for a patent covering a 
supposed invention for the manufacture of silk hosiery, all of 
such similarity as to result in an interference proceeding in the 
Patent Office, entered into an agreement in 1933 to expedite 
decision of the interference proceeding and facilitate the early 
granting of a patent to some one of them, and to effect the 
accrual to each applicant of some benefit under the patent in 
the form of a percentage of the net royalties. In order to 
provide some convenient instrumentality for the granting of 
licenses to hosiery mills and the collection and distribution of 
royalties, they appointed a common agent, with specifically 
limited powers, to grant licenses to hosiery manufacturers, to 
conduct patent litigation and to collect and distribute royalties. 
The Tax Court holds that the arrangement involved only the 
common relationship of principal and agent and did not con- 
stitute an association taxable as a corporation. Charles A. 
Kaufman et al. v. Commissioner, CCH Dec. 13,393(M). 

Gross income: Return of stock deposited with court pending 
determination of litigation —Taxpayer deposited certain stock 
with the Clerk of the Court of Common Pleas of Cuyahoga 
County, Ohio, pending the determination of a derivative share- 
holders’ action instituted against taxpayer to impress a con- 
structive trust in favor of the corporation against the shares 
held by taxpayer, together with the dividends received thereon. 
In 1936, 45,000 of the shares were turned over to taxpayer upon 
final settlement of the litigation. The Tax Court holds that 
Commissioner erred in including the receipt of the shares in 
taxpayer’s 1936 gross income since the deposit of the shares 
in the custody of the court merely shifted possession of the 
shares but did not change the ownership thereof. James A. 
Bohannon v. Commissioner, CCH Dec. 13,407(M). 

Basis for gain or loss: Syndicate not taxable as corporation. 
—Taxpayer received securities in 1931 and 1935 as distributions 
in kind in the liquidation of a syndicate in which it was a 
participant. It sold those securities in 1935, 1936 and 1937 
using the cost basis to the syndicate as its cost basis. Com- 
missioner sought to charge taxpayer with bases of the fair 
market value of the securities at the time of the distribution. 
The Tax Court holds that, on the facts, the syndicate is not an 
association taxable as a corporation and that the bases for 
gain or loss on the securities are determinable in accordance 
with the provisions of Sec. 113(a)(13), 1934 and 1936 Acts. 
United States & Foreign Securities Corporation v. Commissioner, 


CCH Dec. 13,400(M). 
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3UN. MON. TUE, WED. THU. FRI. 








ALABAMA 
Oct. 1—— 
Annual licenses and privilege taxes due. 
Poll tax due. 
Property tax due. 
Public utility reports and 
due. 
Oct. 10— 
Oil and gas conservation tax due. 
Tobacco use tax reports and payment due. 
Oct. 15— 
Carriers’, transporters’ and 
gasoline tax reports due. 
Carriers’, transporters’ and 
lubricating oils tax due. 
Motor carriers’ mileage tax and reports 
due. 
Telegraph company reports 
taxes due. 
Oct. 20—— 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils tax reports and payment 
due. 
Motor fuel tax and reports due. 
Sales tax reports and payment due. 
Sales tax and reports (quarterly) due from 
small taxpayers. 
Use tax reports and payment due. 


license taxes 


warehouses’ 


warehouses’ 


and license 


ARIZONA 
Oct. 15— 
Gross income tax and reports due. 
Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 
Oct. 25— 
Gasoline tax reports and payment due. 


ARKANSAS 
Oct. 1—— 
Bank share tax installment due. 
Property tax—last day to pay final install- 
ment. 
Oct. 10— 
Alcoholic beverage reports and taxes due. 
Severance tax and reports due. 
Oct. 15— 
Reports of wholesalers and manufacturers 
of light wines and beer due. 
Oct. 20— 
Gross receipts tax and reports due. 
Use fuel tax and reports due. 
Oct. 25— 
Gasoline tax reports and payment due. 


CALIFORNIA 
Oct. 1—— 
Beer and wine reports and tax due. 
Common carriers’ distilled spirits tax and 
reports due. 
Gasoline tax due. 
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Oct. 15—— 
Distilled spirits tax and reports due. 
Insurance company premiums tax delin- 

quent. 
Sales tax reports and payment due. 
Use fuel tax reports and taxes due. 
Use tax reports and payment due. 
Oct. 20— 


Motor carriers’ gross receipts tax due. 


COLORADO 
Oct. 5— 


Alcoholic beverage manufacturer's reports 
due. 

Motor carriers’ tax due. 

Oct. 15—— 
Coal tonnage tax reports and payment due. 
Income tax (third installment) due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax and reports due. 





Oct. 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 
Oct. 1— 
Gasoline tax due. 
Oct. 10-—— 


Cigarette reports due. 
Oct. 15—— 

Gasoline and use fuel reports due. 
Oct. 20—— 


Alcoholic beverage tax reports and pay- 
ment due. 


DELAWARE 
Oct. 1—— 
Bank share tax due. 


Kent and Sussex county 
delinquent. 


Railroad tax (installment) due. 
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property taxes 















Oct. 30— 

Last day to pay 3rd personal income tax 
installment. Payment of withholding tax 
under war emergency gross income tax 
due. 


Oct. 31—— 


Distributors’ gasoline tax reports and pay- 
ment due. 


DISTRICT OF COLUMBIA 

Oct. 10— 

Alcoholic beverage and beer 

due. 

Oct. 15— 

Beer tax due. 

Income tax (second installment) due. 
Oct. 25— 

Gasoline tax reports and payment due. 


statements 


FLORIDA 
Oct. 1 

Express company reports and taxes due. 

License taxes due unless otherwise pro- 
vided by law. 

Railroads and refrigerator, tank car, 
ing car and parlor 
ports and taxes due. 

Oct. 10—— 

Agents’ cigarette tax reports due. 

Dealers’ and manufacturers’ alcoholic bev- 
erage taxes due. 

Oct. 15— 

Carriers’ and transporters’ alcoholic bev- 
erage taxes due. 

Gasoline tax reports and payment due. 

Motor vehicle fuel use tax and reports due. 

Oct. 31— 

Motor transportation company reports and 

taxes due. 





sleep- 
car companies’ re- 


GEORGIA 
Oct. 15— 
Malt beverage tax reports and payment 
* due. 
Oct. 20—— 
Gasoline tax reports and payment due. 


IDAHO 
Oct. 10— 
Beer excise tax reports due. 
Oct. 15— 
Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 
Motor carriers’ gross receipts tax (qual- 
terly installment) due. 


ILLINOIS 
Oct. 10—— 
Motor carriers’ mileage tax due. 
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Oct. 15— 
Public utility reports and taxes due. 
Sales tax reports and payment due. 


Oct. 20— 
Gasoline tax reports and payment due. 
Oil production taxes and reports due. 
Oct. 30— 
Transporters’ gasoline tax reports due. 


INDIANA 
Oct. 20— 
Bank and trust company intangibles tax due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 
Oct. 25— 
Gasoline tax reports and payment due. 
Oct. 31—— 
Gross income tax reports and payment due. 


IOWA 


Oct. 1— 
Motor carriers’ additional tax due. 
Property tax (second installment) delin- 
quent. 


Oct. 10— 
Beer tax and reports due from class A 
permittees. 
Oct. 20— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


KANSAS 
Oct. 10— 
Malt beverage reports and taxes due. 
Oct. 15— 
Compensating tax reports and payment 
due. 


Income tax (second installment) due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Oct. 20— 
Sales tax reports and payment due. 
Oct. 25— 
Gasoline tax reports and payment due. 


KENTUCKY 
Oct. 10—— 
Amusement and entertainment taxes and 
reports due. 
Cigarette tax reports due. 
Gasoline tax reports due. 
Oct. 15— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
reports and taxes due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. 
Oct. 20—— 
Oil production tax reports and payment due. 
Oct. 31—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 


Oct. 1—— 
Franchise tax reports and payment due. 
Oct. 190— 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax reports and pay- 
ment due. 


Oct. 20— 
Dealers’ gasoline tax and reports due. 


Dealers’ kerosene tax reports and payment 


due. 
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Fuel use tax and reports due. 

Lubricating oil tax and reports due. 

New Orleans sales tax reports and payment 
due. 

State sales and use tax returns and pay- 
ments due. 


Oct. 30—— 


Gas gathering tax and reports due, 

Natural resources severance tax reports 
and payment due. 

Petroleum products reports and taxes due. 

Public utility and pipe line taxes and re- 
ports due, 




















































































Never have Personnel Statistics been so 
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MAINE 
Oct. 15—— 
Use fuel tax and reports due. 
Oct. 31—— 


Gasoline tax and reports due. 


MARYLAND 
Oct. 10—— 
Admissions tax due. 
Oct. 31—— 


Beer tax reports and payment due. 
Gasoline tax reports and payment due. 





important. Government requests for 
analyses of Personnel Records are 
increasing. Company interest in these files 
is at a peak because of their relation to 
the manpower needs of the armed services 
and essential industries. 

Why thumb your way through thousands 
of cards for wanted data when you can 
apply McBee Keysort and get it quickly 
and accurately, without the use of trained 
operators or costly machinery and 
equipment? 
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MASSACHUSETTS 
Oct. 1—- 
Personal income tax (second installment) 
due. 


Property taxes (second installment) due. 
Oct. 10— 
Alcoholic beverage tax and reports due. 
Meals tax and reports due. 
Oct. 15— 
Cigarette distributors’ tax reports and pay- 
ment due. 
Oct. 20— 
Bank net income tax due. 
Excise (income) tax (second installment) 
due. 
Oct. 31—— 
Gasoline tax reports and payment due. 

























































MICHIGAN 
Oct. 1— 
Gas and oil severance tax reports and pay- 
ment due. 
Oct. 10— 
Common and contract carriers’ reports and 
fees due. 
Oct. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Oct. 20—— 
Distributors’ gasoline tax reports and pay- 


ment due. 
Gas and oil severance tax reports and pay- 
ment due. 
MINNESOTA 
Oct. 1— 


Motor vehicle registration fees must be 
paid by this date. 

Oct. 15— 

Interstate motor carriers’ mileage tax due. 
Withholding agents’ reports and payment 
due. 

Oct. 23 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. . 

Oct. 25— 

Dealers in farm tractor fueis, 
payment due. 





reports and 


MISSISSIPPI 
Oct. 10— 
Admissions tax reports and payment due. 
Oct. 15— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Timber severance tax and reports due. 
Use tax reports and payment due. 
Oct. 31—— 
Motor vehicle registration and fees due. 





MISSOURI 
Oct. 1— 

Income tax (third installment) due. 
Oct. 15— 

Alcoholic beverage reports due. 

Retail sales tax reports and payment due. 
Oct. 25— 

Gasoline tax due. 

Use fuel tax and reports due. 


Oct. 31—— 
Manufacturers of soft drinks reports and 
fees due. 
MONTANA 
Oct. 1I—— 


Moving picture theatre license taxes due. 
Oct. 15— 
Brewers’ and liquor wholesalers’ tax re- 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Motor carriers’ additional fees due. 
Personal income tax (second installment) 
due. 
Oct. 30—— 
Coal mine operators’ tax reports and pay- 
ment due. 
Natural gas company taxes and reports 
due. 
Oil producers’ license tax reports due. 
Telegraph company taxes and reports due. 


NEBRASKA 
Oct. 15— 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 
Retailers, manufacturers, and distributors 
of intoxicating liquors and beer must 
make monthly reports. 


NEVADA 
Oct. 15— 


Carriers’ gasoline tax reports due. 
Oct.—Ten Days after First Monday 
Toll roads’ and bridges’ quarterly tax and 
reports due. 
Oct. 25— 


Dealers’ gasoline tax reports and payment 
due. 


Fuel users’ tax reports and payment due. 





NEW HAMPSHIRE 
Oct. 1— 

Bank share tax (other than national banks) 
due. 

Insurance company (domestic) premiums 
tax due. 

Lien on real estate, existing for one year 
from this date following assessment, ex- 
pires. 

Personal income tax due. 

Oct. 2—— 

Sawmills registration fee for balance of 

year is $3.00. 
Oct. 10— 
Alcoholic beverage reports and taxes due. 
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Oct. 15— 
Public utility property taxes due. 
Use fuel tax and reports due. 

Oct. 31 
Distributors’ gasoline tax and reports due. 





NEW JERSEY 
Oct. 10—— 

Excise tax reports and payment due from 
interstate busses. 

Gross receipts tax reports and payment 
due from busses and jitneys in munici- 
palities. 

Oct. 15— 
Alcoholic beverage reports and taxes due. 
Oct. 20— 

Alcoholic beverage retail consumption and 
distribution licensees’ taxes and reports 
due. 

Oct. 30—— 
Carriers’ gasoline tax reports due. 
Oct. 31—— 

Distributors’ gasoline tax reports and pay- 

ment due. 


NEW MEXICO 
Oct. 15— 
Income tax (installment) due. 
Occupational gross income tax reports and 
payment due. 
Severance taxes and reports due. 


Oct. 20—— 
Electric, gas, water and steam company 
inspection fees (installment) due. 
Motor carriers’ reports and taxes due. 


Oct. 25— 
Gasoline tax reports and payment due. 
Use or compensating reports and tax due. 


NEW YORK 
Oct. 1—— 


New York City property tax (semi-annual 
installment) due. 


Oct. 15— 


Personal income tax (third installment) 
due. 


Oct. 20— 
Alcoholic beverage taxes and reports due. 
New York City retail sales tax returns and 
Payment due. 
New York City use tax returns and pay- 
ment due. 
Oct. 25— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due. 
Oct. 31 
Gasoline tax reports and payment due. 
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NORTH CAROLINA 


Oct. 1— 
Installment paper 
taxes due. 
Oct. 4— 
Property tax due. 
Oct. 10— 
Alcoholic beverage tax due from railroads. 
Unfortified wine additional tax and reports 
due. 
Oct. 15— 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 
Oct. 20-—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Oct. 30-— 
Electric light, power, street railway, gas, 
water, sewerage and telephone company 
reports and taxes due. 


dealers’ reports and 


NORTH DAKOTA 
Oct. 1—— 
Cigarette reports due. 
Oil inspection reports and fees due. 
Oct. 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 
Real property tax (semi-annual install- 
ment) due. 
Oct. 20— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Oct. 25— 
Use fuel tax reports and payment due. 


OHIO 
Oct. 10— 
Admissions tax reports and payment due. 
Alcoholic beverages of less than 3.2%, re- 
ports due. 
Oct. 15— 
Cigarette use taxes and reports due. 
Use tax reports and payment due. 
Oct. 20-—— 
Dealers’ gasoline tax reports due. 
Oct. 30-— 
Carriers’ gasoline tax reports due. 
Oct. 31—— 
Gasoline tax due. 


OKLAHOMA 
Oct. 1—— 
Freight car company gross earnings taxes 
and returns due. 
Oil, gas and mineral gross production tax 
reports and payment due. 
Oct. 10-— 
Airports’ gross receipts tax reports and 
payment due. 
Alcoholic beverage tax reports and pay- 
ment due. 
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Oct. 15— 
Gasoline tax reports and payment (except 
distributors’) taxes and reports due. 
Sales tax reports and payment due. 


Oct. 20—— 
Use fuel oil tax and reports due. 
Use tax reports and payment due. 
Gasoline distributors’ reports and taxes 
due. 


Oct. 30-—— 
Cotton manufacturers’ 
due. 


reports and taxes 


OREGON 
Oct. 1I— 
Excise (income) 
due. 
Personal income tax (third installment) 
due. 


Oct. 10—— 
Oil production tax reports and payment 
due. 


Oct. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Motor carriers’ reports and taxes due. 
Oct. 25— 
Gasoline tax reports and payment due. 


tax (second installment) 





PENNSYLVANIA 


Oct. 10—— 
Importers of spirituous and vinous liquor 
report due. 
Malt beverage reports due. 
Oct. 15— 
Alcoholic beverage manufacturers’ 
and reports due. 
Philadelphia income tax return of tax 
withheld at source due. 


Oct. 31—— 
Gasoline tax reports and payment due. 


taxes 


RHODE ISLAND 
Oct. 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax reports due. 


Oct. 15— 
Gasoline tax reports and payment due. 


SOUTH CAROLINA 
Oct. 1—— 
Franchise tax for domestic corporations 
due or corporate charter annulled. 
Oct. 10— 
Admissions tax reports and payment due. 
Last day to file power tax and pay tax. 
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Oct. 20—— 
Gasoline tax reports and payment due. 
Use fuel oil tax and reports due. 
Oct. 31 
Motor vehicle registration and fees due. 





SOUTH DAKOTA 
Oct. 1—— 
Passenger motor carriers’ tax due. 
Oct. 15— 
Alcoholic beverage sales reports due (tax 
due in 30 days). 
Gasoline tax reports due (tax due in 30 
days). 
Use fuel tax and reports due. 
Oct. 30-—— 
Mineral products severance tax reports and 
payment due. 


TENNESSEE 
Oct.—First Monday—— 
Bank share tax payable. 
Property tax due. 


Oct. 10—— 
Barrel tax on beer due. 
Oct. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


TEXAS 
Oct. 1I— 
Carriers’ gross receipts tax and returns 
due. 


Commercial and collection agency tax re- 
ports and payment due. 
General property taxes due. 
Luxury excise tax and reports due. 
Public utility tax reports and payment 
due. 
Sulphur production tax reports and pay- 
ment due. 
Textbook publishers’ 
due. 
Oct. 15— 
Oleomargarine dealers’ reports and taxes 
due. 
Oct. 20—— 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel tax reports and payment due. 
Oct. 25— 
Admissions tax reports and payment due. 
Carbon black production tax reports and 
payment due. 
Natural gas production tax reports and 
payment due. 


Oil production tax reports and payment 
due. 


taxes and reports 


Theatres’ prizes and awards taxes and re- 
ports due. 






















































































































































































































































































































































































TAX ES—The Tax Magazine 


September, 1943 


FEDERAL TAX CALENDAR 


Gasoline distributor’s and retailers license 
fee due. 
Oct. 5— 
Monthly report of cold storage warehouses 
due. 
Oct. 10— 
Monthly report of dealers and manufactur- 
ers of alcoholic beverages due. 
Carriers’ reports of use fuel deliveries due. 
Oct. 15— 
Use fuel tax and report due. 
Oct. 25— 
Distributors’ and retailers’ gasoline tax re- 
ports and payment due. 
Carriers’ reports of motor fuels deliveries 
due. 


VERMONT 
Oct. 10— 
Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15— 
Electric light and power company reports 
and taxes due. 
Express and telegraph company taxes due. 
Railroad, transportation and _ telephone 
company taxes due. 
Oct. 31— 
Gasoline tax reports and payment due. 


VIRGINIA 
Oct. 1—- 
Public utility tax due. 
Oct. 10—— 
Beer bottlers’, dealers’ and manufacturers’ 
reports due. 
Oct. 20— 
Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Use fuel tax and reports due. 


WASHINGTON 
Oct. 15— 
Auto transportation company reports and 
payment due. 
Butter substitutes reports and payment 
due. 
Oct. 20— 
Use fuel oil tax and reports due. 
Oct. 25— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 


WEST VIRGINIA 
Oct. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15— 
Sales tax reports and payment due. 
Oct. 30— 
Gasoline tax reports and payment due. 
Occupational gross income tax quarterly 
reports and payment due. 


WISCONSIN 
Oct. l— 


Motor carriers’ taxes due. 
Oct. 10— 
Alcoholic beverage tax reports due. 


Oct. 15— 
Railroad, telegraph, sleeping car, and ex- 
press company property taxes due. 
Oct. 20— 
Gasoline and diesel fuel tax and reports 
due. 
Oct. 31—— 
Privilege dividend tax and returns due. 


WYOMING 
Oct. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax and reports due. 
Oct. 20— 
Motor carriers’ taxes and reports due, 


FEDERAL TAX CALENDAR 
Oct. 11— 

Last day for payment by employer to au- 
thorize depositary of taxes withheld on 
wages during the preceding month if 
withholdings were more than $100 during 
the month. 

Oct. 15— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
July 31. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
erds abroad or principal income from 
U. S. possessions)—returns due for fiscal 
year ended April 30, by general exten- 
sion, with interest at 6% from July 15 
on the first installment. Forms 1120 and 
1121. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended July 31. Forms 1040, 
1040A, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended April 30. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 

Foreign corporations — see ‘‘Nonresident 
foreign corporations’’ and ‘‘Resident for- 
eign corporations’’ below. 

Foreign partnership return of income due 
by general extension for fiscal year end- 
ed April 30. Form 1065. 

Individual income tax return due for fiscal 
year ended July 31. Form 1040. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended April 
30, in case of American citizens abroad. 
Forms 1040 and 1040A. 

Last quarterly income-excess profits tax 
payment due for fiscal year ended Oc- 
tober 31, 1942. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 

Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended July 31, 1942. Forms’ 1040B, 
1040NB, 1040NB-a, 1120NB . 


Life insurance company income tax returns 
due for fiscal year ended July 31. Form 
1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for September. 
Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended April 30. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended April 30. Forms 
1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
April 30. Form 1120NB. 

Partnership return of income due for fiscal 
year ended July 31. Form 1065. 

Resident foreign corporations—returns due 
for fiscal year ended April 30, by gen- 
eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended April 
30. Forms 1040, 1040A, 1041, 1120, 1120H, 
1120L, 1121, 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended January 31, 1943. Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for September. Form 838, 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Jan- 
uary 31, 1943. Forms 1040, 1040A, 1041, 
1120, 1120H, 1120L, 1121. 

Oct. 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for September. 
Form 1012. 

Nov. 1—— 

Admissions, dues and safety deposit box 
rentals tax due for September. Form 
729. 

Excise taxes on gasoline, lubricating oils, 
and matches, due for September. Form 
726. 

Excise taxes on sales by manufacturers, 
producers, or importers due for Septem- 
ber. Form 728. 

Excise taxes on telegraph and telephone 
facilities, transportation of oil by pipe 
line, and passenger transportation due 
for September. Form 727. 

Processing taxés on certain vegetable oils 
due for September. Form 932. 

Retail dealers’ excise tax and returns due 
toilet preparations. Form 728a. 

toilet preparations. Form 728a. 

Sugar (manufactured) tax due for Septem- 
ber. Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and 
gaming devices due for September, if 
liability incurred. Form 11B. 








